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TRANSACTIONS BETWEEN AFFILIATES 


W. A. PATON 


among both teachers of accounting 

and professional accountants—that 
“accounting is based on cost.” The signif- 
icance of this proposition, however, has 
not been adequately clarified. It certainly 
does not mean that accounts and financial 
statements continuously show the total 
acquisition costs of the various factors 
listed in such statements; absorption of 
costs through depreciation, depletion, and 
amortization is a major feature of the nor- 
mal process of accounting. It does not mean 
that shrinkage in value of inventory items 
must be ignored; recognized inventory 
methods provide for appropriate write- 
down in the case of damaged or obsolete 
elements and for absorption of costs con- 
sidered to be nonrecoverable—and hence 
not assignable to future revenues—as a re- 
sult of changes in prices. It does not pre- 
clude partial or complete write-off of 
assets such as investments when there is 
convincing evidence of permanent impair- 
ment, or total disappearance, of value (al- 
though not all accountants would take the 
position that partial write-off prior to dis- 
position is required). It does not overlook 
the fact that conventional cost procedures 
result in cost compilations that are noth- 
ing better than reasonable estimates of 
allocated costs incurred to date, especially 
in the case of work in process and finished 
goods. It does not mean that when assets 
have been acquired through discovery or 


I’ IS GENERALLY agreed nowadays— 


bequest, or accretion and related processes 
(as in the case of livestock, timber, nursery 
stock, wine, objets d’art’, etc.), or are of 
such a character that cost is relatively un- 
important (e.g., gold bullion), such assets 
cannot be accounted for because they have 
no cost or because initial cost is not sig- 
nificant; in all such situations fair market 
value is an acceptable basis of accounting. 
It does not mean that the Securities and 
Exchange Commission is out of step with 
sound accounting in requiring investment 
companies to show the fair market value 
of securities owned in their balance sheets, 
or that there is anything wrong with the 
rule that permits dealers in securities to 
price securities on hand for income-tax 
purposes at market value. Nor does it deny 
the necessity for inclusion within the ac- 
cepted framework of accounting of the 
concept of the accounting reorganization 
(or “quasi-reorganization” )—a formal, con- 
trolled procedure for a major revision of 
recorded costs when such costs become so 
far out of line with actual existing values 
that they no longer adequately serve the 
purposes of accounting and may indeed be 
downright misleading.’ 

The proposition that “accounting is 
based on cost” means only that when eco- 


1 If accounting is to achieve its general purpose of 
presenting significant and useful data to aieotie parties at 
interest such a procedure must be available, especially 
during periods of sweeping and sustained price move- 
ments. The accounting reorganization furnishes the 
necessary elastic element in the cost basis of accounting. 
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nomic goods are acquired by the business 
and accounting entity the best evidence 
of recognizable value in the typical or 
standard case is assumed to be actual cost 
incurred, either in the sense of purchase 
price at a specific date (as in the case of a 
parcel of land) or in the sense of an accu- 
mulation of component cost items (as in 
the case of current work in process and 
plant assets acquired through construc- 
tion), and that periodic income accounting 
in most lines is primarily a process of as- 
signing costs incurred to periodic revenues. 
It also may be said to mean that account- 
ants generally believe that day-to-day 
revision of recorded cost data—except 
through the regular processes of cost 
modification referred to above—is neither 
necessary nor practicable in the great ma- 
jority of cases.? This is certainly what the 
writer had in mind when he said, in con- 
cluding his lectures at the Harvard Gradu- 
ate School of Business Administration in 
1940:° 

“A careful examination of the whole picture, 
including sympathetic consideration of the possi- 
bilities of appraisals and conversion through the 
use of index numbers, tends to the conclusion 
that the accountant has been on the right track 
in giving his allegiance to the cost basis. At times, 
no doubt, this allegiance has been little more than 
a blind adherence to tradition, but it may very 
well be a deliberate and enlightened point of view. 
With such a point of view the accountant will be 
in a position to exert a substantial influence, in a 
constructive direction, on proposals calling for 
basic amendment or reform of accounting con- 
cepts and procedure.” 


One of the points with respect to the 
significance of cost in accounting which re- 
quires further clarification in view of re- 
cent developments is the measure of cost 


2 Most accountants are not yet ready to subscribe 
fully to the position taken by H. W. Sweeney in his 
noteworthy book Stabilized Accounting. Mr. Sweeney 
argues persuasively for periodic conversion of recorded 
cost data for the purpose of reflecting in the accounts 
and statements the effect of the movements of market 
prices. 

3 Dickinson Lectures in Accounting (with George O. 
May and Sir Laurence Halsey), pp. 130-131. 
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in the case of transactions between related 
or affiliated parties. In An Introduction to 
Corporate Accounting Standards‘ the dis- 
cussion of cost begins with the following 
sentence: 


“Broadly defined, cost is the bargained price 
of goods or services received or of securities issued 
in transactions between independent parties.” 


In the discussion itself there are two para- 
graphs which have some bearing on this 
matter: 

“The price-aggregate involved, being the pri- 
mary quantitative fact of the transaction, is the 
objectively determined amount to be accepted 
for record. Yet it should be noted that this 
amount is not objectively determined if it is 
based upon the judgment of only one party: The 
condition which validates the cost figure is the 
simultaneous action of two independent parties 
motivated by self-interest. The price-aggregate 
that emerges at the moment a bargaining ex- 
change is consummated is a mutually acceptable 
‘valuation’; hence the quantitative record of the 
‘service acquired’ by one party should be in agree- 
ment with the quantitative record of the ‘service 
rendered’ by the other party. 

* 


“In a transaction which is not the result of 
arm’s-length bargaining between genuinely inde- 
pendent parties, the ‘prices’ should be viewed 
with some skepticism. Especially in mergers, re- 
organizations, and the like, a transaction often 
simmers down to a case of the right hand dealing 
with the left, and the ‘prices’ may accordingly 
not be indicative of true costs. Similarly salaries 
of officers set by companies controlled by such 
officers may not represent the effective market 
costs of the services acquired. Apparent costs, 
indeed, are always subject to question if personal 
factors or other non-commercial motives are the 
controlling influence.” 


The position of the authors might have 
been put more clearly, but a fair reading 
in the light of the context should leave no 
doubt as to what is intended. The standard 
of cost measurement which is set up is the 
“bargained-price”’ determined by nego- 
tiation on a commercial basis between two 

4 This monograph, prepared by A. C. Littleton and 
the present writer, was published and distributed 


jointly by the American Accounting Association and 
the American Institute of Accountants. See pages 24-27. 
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distinct entities. In other words, the gauge 
by which the terms of a transaction should 
be tested is the ideal situation in which 
there are two separate parties, each equally 
informed and desirous of trading, and each 
determined to act in accord with prevail- 
ing economic conditions. The obvious rea- 
son for setting up this standard lies in the 
fact that to be a significant figure in finan- 
cial accounting the cost incurred must be 
reasonably in accord with actual value at 
the date of the transfer, and the price 
agreed upon in a normal transaction be- 
tween distinct and independent. parties 
may generally be assumed to approximate 
fair market value. Cost has validity for 
accounting purposes only when it is not 
seriously out of line with economic signifi- 
cance in the market situation in which the 
transaction is consummated. If, for exam- 
ple, A “buys” a piece of land from B ata 
cost of $100,000, when the price—based 
on economic considerations—should have 
been only $25,000, the amount paid is not 
a valid cost, and the transaction can 
hardly be described as a purchase. A has 
in effect made a donation to B of $75,000, 
and paid $25,000 for the land. In these cir- 
cumstances, moreover, the entire transac- 
tion may well be viewed as improper. Pre- 
sumably A has no business to make, nor 
B to receive, a gift of $75,000 under the 
guise of a purchase of land; and the same 
conclusion would be reached whether the 
payment of the excess over a fair price 
were due to collusion, misrepresentation, 
or some other factor. 

It does not at all follow that the authors 
of An Introduction to Corporate Accounting 
Standards are attempting to say that the 
precise conditions of the standard or ideal 
situation are always present, or that a 
transaction must be considered null and 
void for accounting purposes if the precise 
conditions of the standard are not met. 
This is made plain by the two paragraphs 
of comment quoted, particularly the sec- 
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ond. Under some circumstances, it is 
pointed out, “the ‘prices’ should be viewed 
with some skepticism”’—because they may 
“not be indicative of true costs... may 
not represent the effective market costs” 
(italics added). This means, of course, that 
the authors have in mind “true cost,” 
“effective market cost’’—in other words, 
actual, fair value at date of transfer—as 
the measure of valid, recognizable cost. It 
means that when a transaction is under- 
taken by parties who are related or affili- 
ated in any important degree it is the duty 
of such parties to take special pains to see 
to it that the transaction is conducted on a 
fair, commercial basis, in the light of pre- 
vailing conditions; it is the duty of the 
lawyer who draws the contract to exercise 
his influence in this direction; and it is the 
duty of the professional accountant who 
prepares or vouches for statements which 
include the effect of the transaction to 
scrutinize the terms with unusual care and 
to call attention to the limitations of the 
recorded data if he is convinced that the 
figures are invalid or seriously question- 
able. 

This is a common-sense position; it is 
the position which has always been im- 
plicit in legaland accounting standards; it is 
the only sound position. Transactions be- 
tween affiliated corporations or other re- 
lated parties should be conducted om the 
same basis as transactions between wholly 
independent parties—namely, the basis of 
actual economic significance, actual value, 
at the date of transfer.’ By adhering to 

5 Al the more axiomatic features of accounting 


are generally taken for granted instead of being defi- 
nitely — it is not difficult to find authoritative 
rt for 


rom others. It is not the purpose to discourage such 
intercompany purchases at proper prices. . . .” 


€ 
ment Contracts, issued jointly by the War Depertment be 
and the Navy Department in 1942, in the discussion of F, 
“purchases from subsidiary, affiliated, or controlled & 
companies or by such companies from parent, affiliated % 
or controlling companies” on page 14 appears the fol- 
lowing: ‘‘The net cost of such purchases should not be “ 
eater than it would have been had they been made 5 
| 


258 The Accounting Review 


this standard the rights of the various in- 
terests involved (including minority stock- 
holders and creditors) are respected, and 
the terms of the transaction provide valid 
data for accounting purposes. 

There would be no need of emphasizing 
a position to which substantially all ac- 
countants subscribe were it not for certain 
ideas and policies that have emerged in 
recent years in the field of utility account- 
ing and regulation—ideas and policies that 
are completely at odds with established 
accounting principles and proper bases of 
business operation. The leading propo- 
nents of these unusual views are members of 
the staff of the Federal Power Commission, 
and thus far the Commission itself, in its 
opinions and orders, seems to have adopted 
them. 

With respect to transactions between 
associated companies the FPC is sponsor- 
ing and attempting to enforce the doctrine 
that such transactions are nominal rather 
than real business occurrences, that they 
have only the significance of departmental 
transfers within a single business entity, 
and that the basis of recording such a 
transaction on the books of the acquiring 
company is recorded cost to the furnishing 
company, or to the last preceding party 
affiliated with the purchaser. The Com- 
mission isnot merely attempting to estab- 
lish this extraordinary kind of accounting 
for transactions occurring since its’ pre- 
scribed system of accounts was adopted 
in 1937; it also seeks to apply such ac- 
counting retroactively throughout the en- 
tire history of the companies under its 
jurisdiction. The Commission is not satis- 
fied to attempt only the revision of exist- 
ing accounts in extreme cases in which 
there is some excuse for contending that 
“the transferor and the transferee, in sub- 
stance and effect, but not in form, are one 
and the same”’; it is making strenuous ef- 
forts to demolish the terms of ordinary 
transactions between parties that are only 
indirectly related and in which the over- 


lapping ownership represents only a small 
minority interest.’ Moreover, it appears to 
make no difference to the Commission 
whether the transactions were formally 
approved by the regulatory authorities 
having jurisdiction at the time and were 
consummated on a strict cash basis and 
by means of funds secured from investors 
through approved security issues. It like- 
wise seems to make no difference whether 
the terms of the transaction were on a com- 
mercial basis, in accord with existing 
values, and represented equitable and prop- 
er treatment of all parties at interest. 
That transactions have occurred, in the 
utility field and elsewhere, in which the 
nominal terms have not been reasonably 
in accord with fair market value at date of 
transfer can hardly be doubted, and there 
can be no sound objection to sincere and 
practical efforts to adjust recorded costs 
which are demonstrably improper. It is an 
unwarranted assumption, on the other 
hand, that the terms of contracts between 
related parties—even when the relation- 
ship is close—are invariably seriously 
questionable. Affiliates are not incapable 
of dealing fairly; a condition of affiliation 
does not prevent the parties from exercis- 
ing good judgment and proceeding in ac- 
cordance with normal business standards. 
As already pointed out, a special obligation 
rests on related entities to see to it that a 
transaction between them is conducted on 
a commercial basis, as only in this way can 
the rights of creditors, preferred stock- 
holders, minority common stockholders, 
and other interests be preserved, Even 
when there is a complete community of 
interest with respect to common stock 
there remains a substantial pressure on the 
contracting parties to deal equitably. Off- 
cers and employees of a particular com- 
pany commonly are well aware of the fact 
that their welfare is bound up with and 


* See example in the writer’s article “Accounting 
Policies of the Federal Power Commission—A Cri- 
tique,” 77 Journal of Accountancy, 432-460 (June, 1944). 


dependent upon the successful operation 
of such company as a distinct entity. The 
writer believes that a fair-minded survey 
of business activity over a period of years 
will lead to the conclusion that the terms 
of the majority of transactions between 
affiliated corporations, like the terms of 
most transactions between independents, 
are reasonably in accord with prevailing 
economic conditions. 

The accounting program of the Federal 
Power Commission in recent years seems 
to be based upon the rigid assumption 
that the terms of all transactions between 
affiliates are in the nature of the case in- 
valid. Moreover, the Commission has ac- 
quired the habit of placing upon each com- 
pany whose accounts are under review the 
burden of proof with respect to the ques- 
tion of independence in relation to past 
transactions, and then of denying the force 
of such evidence as the company may be 
able to present long after the transaction 
has taken place and the active participants 
therein are no longer on the scene.’ By 
such tactics the Commission can find a 
nominal excuse for setting aside the terms 
of almost any transaction the staff sees fit 
to question. In particular cases Commis- 
sion orders have substituted staff estimates 
of cost to some other party than the pur- 
chaser for the contractural terms of trans- 
actions consummated more than half a 
century earlier. The fact that a transaction 
may be on a strict cash basis, and in ac- 
cord with fair market value at date of con- 
summation, doesn’t seem to be important 
in the eyes of the Commission; if there is a 

” Section 301 of the Federal Power Act includes the 
following: “The burden of proof to justify every ac- 
counting entry questioned by the Commission shall be 
on the person making, authorizing, or requiring such 
entry, and the Commission may suspend a charge or 
credit pending submission of satisfactory ct = in sup- 
port thereof.” There is nothing in this statement, how- 
ever, to suggest that Con intended this rule to ap- 
ply retroactively, over half cenutry or an im- 


le or unreasonable manner. Ind 
‘may suspend a charge or credit 


summission of 


satisfactory proof in support thereof” clearly refers to 
pooh accounting treatment of the current flow of trans- 
ns. 
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vestige of affiliation the Commission con- 
siders the terms not only suspect but in- 
valid as a measure of cost for accounting 
purposes. The Commission does not seem 
to be troubled by the fact that its staff is, 
after all, only human, and that staff com- 
pilations of ancient data drawn from in- 
adequate records of predecessors are a very 
poor substitute for the actual cash cost 
incurred by the existing company. 

The question of the significance of the 
corporate entity in relation to accounting 
deserves further comment. In general, it is 
fair to say, one of the axioms of modern 
business accounting is that each legal en- 
tity must maintain a distinct set of ac- 
counting records. In a very real sense the 
corporation is the most significant account- 
ing entity; it represents the core of our 
present-day system of business accounts. 
The accountant plants his feet squarely 
on the fact of the corporate entity, estab- 
lishes the chart of accounts from this point 
of view, and interprets the flow of trans- 
actions as through the eyes of the legal 
person. The accounts kept are the accounts 
of the corporation, and the periodic finan- 
cial statements based thereon are the 
statements of the corporation. This axiom 
is reflected in all textbooks on accounting; 
it is emphasized in the class discussions; it 
is one of the basic assumptions of estab- 
lished accounting practice. Where, then, 
is the justification for the position that the 
existence of separate legal entities should 
be ignored in recording transactions pro- 
vided there is any trace of affiliation, direct 
or indirect? Why use the belittling phrase 
“merely ... another corporate entity’? 
Why should accountants be criticized for 
generally taking cognizance of the exist- 
ence of the legal entity, for not undertak- 
ing ‘‘to pierce the corporate veil’’?* A cor- 


*In the matter of the Montana Power Co 
Docket IT-5825 (FPC opinion No. 120), p. 15. John 

t writer were benighted witnesses = the 
Eompany inthis ase woes testinony, according tothe 
concurring opinion of Chairman Manly and Commis- 
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poration which has been legally organized, 
under state law, and is endowed with the 
right to transact business as a distinct en- 
tity, cannot be ignored by the accountant 
and certainly cannot reasonably be ignored 
by the FPC or any other governmental 
agency for the purpose of modifying the 
accounting structure of said corporation. 
True, as previously emphasized, if com- 
panies are closely related all parties con- 
cerned should take especial pains to see to 
it that transactions are consummated on 
a fair, commercial basis, and the account- 
ant is justified in such cases in scrutinizing 
the data of the transaction with particular 
care. But this is a very different proposi- 
tion from a sweeping invalidation of the 
terms of such transactions. 

Mr. Charles W. Smith and other mem- 
bers of the FPC staff have attempted to 
support the campaign to invalidate trans- 
actions between affiliates, and the recorded 
cash or equivalent costs resulting from 
such transactions, by reference to the as- 
sumptions made and the procedures em- 
ployed in the preparation of consolidated 
statements. It is proposed, in other words, 
that because intercompany transactions 
are treated in consolidated statements as 
departmental transfers the actual ac- 
counts of the affiliated companies should 
be kept on this basis. This is of course an 
entirely novel and unjustified application 
of consolidating technique, and even those 


sioner Olds, represented “in the main, an attempt to 
support the claims of their client rather than an expres- 
sion of sound accounting principles.” Actually the 
witnesses in this case did nothing more culpable than 
state and endorse principles of accounting that are well 
established and skaeie universally accepted. Messrs. 
Manly and Olds are not accountants and they give no 
indication of the source of their version of what consti- 
tutes “sound accounting principles.” Presumably they 
are echoing the ideas of their own staff, notably Charles 
W. Smith (and possibly these ideas in turn reflect the 
prejudices of commissioners who seem to feel that there 
is something inherently improper in the private owner- 
ship of power properties). It is noteworthy that the 
“Commission witnesses,” whose “testimony was un- 
shaken” by cross-examination, were members of the 
regular staff of the Commission and not independent 
professional accountants. 


who are attempting to bolster their un- 
sound theories of accounting by this route 
can hardly fail to be aware of this. The 
fact that intercompany transactions are 
treated as departmental transfers in con- 
solidation furnishes no warrant whatever 
for the view either that the transactions 
should take place on this basis or that 
they should be recorded on this basis. As 
was pointed out long ago by Sir Gilbert 
Francis Garnsey,® and has been empha- 
sized by virtually all writers dealing with 
the subject since, consolidated statements 
are a supplement to, not a substitute for, 
the statements of the separate companies. 
They are prepared te serve the special 
needs of a controlling group or body of in- 
vestors and have no legal force or signif- 
icance beyond these special needs. The con- 
solidated statement must always be inter- 
preted with care, if misleading conclusions 
are to be avoided. Consolidated ratios, for 
example, may be definitely unsound as 
measures of the position of particular 
groups of creditors or other interests. 

The practice of issuing consolidated 
statements unaccompanied by the actual 
statements of either the major company or 
the subsidiaries is objectionable in many 
cases. The preferred practice is that fol- 
lowed by the American Telephone and 
Telegraph Co., in which the statement of 
the “Bell System” is issued as a supple- 
ment to the statement of the parent com- 
pany. Of course no great harm is done if 
the data of one or more minor and wholly 
owned subsidiaries are “folded into” the 
balance sheet of the major company pro- 
vided full explanation is given. But it is not 
the best reporting to issue only a consoli- 
dated balance sheet, with no explanation 
and no showing of the separate status of 
the component companies, if important 
subsidiaries, with varying financial struc- 
tures and varying degrees of operating suc- 


aca Companies and Their Published Accounts 


cess, and perhaps with important minority 
and outside interests, are included. 

Writing on the subject for the American 
Accounting Association, E. L. Kohler’ 
pointed out: 


“Combined financial statements portray the 
joint position or operating results of two or more 
business or other units as though but one existed. 
They are secondary rather than primary in char- 
acter, and, as enlargements of the financial state- 
ments of a common controlling interest, they as- 
sist in explaining the relationships of that interest 
to the outside world.” 


This position was supported by M. B. 
Daniels" in a later publication in the fol- 
lowing words: 


“Tt is obvious that the consolidated statement 
device is a useful one, consolidated statements 
being the best medium yet devised of presenting 
a bird’s-eye view of a group of individual corpora- 
tions operated as a single enterprise. Neverthe- 
less, so long as the parent-subsidiary relationship 
exists, the subsidiary retains a separate corporate 
status. It still owns its assets and consequently 
has all the responsibilities and can exercise all the 
privileges that such ownership confers. More- 
over, its profits can become legal income of the 
parent company only through the formality of 
the declaration and payment of dividends. 

“These considerations are important, and con- 
solidated financial statements in the form usually 
presented to stockholders and other interested 
parties fail to reveal them, or rather fail to reveal 
the effects thereof upon the creditors and stock- 
holders of the parent company. 

“A simple method of calling attention to the 
situation, perhaps the best method, is to present 
the legal balance sheet and income statement of 
the parent company together with the consoli-, 
dated statements. This practice is uncommon 
among commercial and industrial corporations in 
the United States, but is generally followed by 
public utilities. 

“The legal balance sheet of any corporation is 
the only one which permits its creditors to deter- 
mine their position with reference to particular 
assets of the debtor company. It is likewise the 
only one which apprises stockholders of the im- 
mediate situation as regards surplus available for 


“Some Tentative Propositions Underlying Con- 
solidated Reports,” 13 Accountinc REviEW 63-77 
(March, 1938). 

_ | Financial Statements, pp. 81-83, Mon h No. 2 
issued by American Accounting Association (1939). 
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distribution. It has been noted in another connec- 
tion that the surplus balance listed in a company’s 
balance sheet is often not really available for dis- 
tribution, and it is even more remotely available 
when it is the surplus of one or more subsidiaries. 
Indeed, it may fairly be said that use of the word 
‘available’ as applied to ‘surplus,’ is abused in 
many consolidated balance sheets. . . . 

“As mentioned above consolidated statements 
inadequately disclose the immediate position of 
creditors and stockholders of a parent company. 
Consequently they should be regarded as supple- 
mental to, rather than as substitutes for, the legal 
financial statements of such companies. In this 
connection it is likely that the regulations of the 
Securities and Exchange Commission will en- 
courage the presentation of the legal financial 
statements of parent companies.” 


It has been recently reaffirmed by Maurice 
Moonitz:” 

“In brief, consolidated statements are indige- 
nous to American financial reporting. The special 
form taken by the combination movement in the 
United States appears to account adequately for 
this behavior. In some small measure the device 
found its way to Europe, in part as a response 
to similar conditions there, in part as an incidental 
by-product of the export of American capital in 
the early 1920’s. Even in this country, paralleling 
an incomplete and inadequate comprehension of 
the essential economic unity of a combination 
through stock ownership, consolidated state- 
ments have not been generally accepted by the 
courts as replacements of ‘legal-entity’ reports. 
Their status remains that of a supplement, a 
complement, an addition to but not a substitute 
for the statements of individual corporate units. 
This position is reflected in the rule sometimes 
encountered that consolidated statements should 
not be presented in isolation from the individual 
reports of a parent company and its major subsid- 
iaries.” 

The proposition advanced by the FPC 
staff becomes the more unreasonable when 
it is remembered that the attempt is being 
made to apply the consolidating procedure 
to the accounting of the specific company 
in cases in which the degree of affiliation 
is so slight that no professional accountant 


" The Entity of Consolidated Statements, pp. 10-11, 
Monograph No. 4 issued by American Accounting Asso- 
ciation (1944). 
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would consider the preparation of consol- 
idated statements justified. 

When the community of both stock- 
holder and creditor interests is complete 
with respect to two legal entities, the trans- 
fer of goods or services from one to the 
other without regard to fair values at date 
of transfer does not result in any immedi- 
ate inequity to investors. Even in such 
cases, nevertheless, actual value remains 
the proper basis on which to consummate 
the transaction and the proper basis for ac- 
counting. For internal managerial purposes 
the accounts of the acquiring entity should 
be charged initially with the total cash or 
equivalent cost at date of acquisition—as- 
suming such cost not to be out of line with 
what the factor acquired is worth at that 
time; this is likewise generally desirable 
for tax purposes. Moreover, either over- 
statement or understatement of the actual 
cost to the particular entity is undesirable 
from the standpoint of such collateral in- 
terests as those of employees and consum- 
ers, and may lead to confusion and in- 
equity in the interpretation of investor 
rights at some future time. The view that 
estimated cost to the vendor or some other 
party should be substituted for total ac- 
tual cost to the vendee as a basis for the 
vendee’s accounting simply doesn’t have 
a leg to stand on. 

The most amazing feature of the FPC 
campaign regarding past transactions be- 
tween affiliates is that there is no authority 
whatever for the theory espoused by the 
Commission in the system of accounts pre- 
scribed by the Commission itself. In the 
prescribed system cost is defined as fol- 
lows: 

“ ‘Cost’ means the amount of money actually 
paid for property or services or the cash value at 


the time of the transaction of any consideration 
other than money.” 


This is a clear-cut statement, squarely in 
accord with established accounting con- 


3 Uniform System of Accounts Prescribed for Public 
Utilities and Licensees, p. 4. 


cepts and standards. No exceptions or 
qualifications are listed or implied either 
in connection with this definition or at any 
point throughout the prescribed system. 
There is no suggestion that this standard 
is to be disregarded, retroactively, in the 
case of transactions between affiliated cor- 
porations, and that in such transactions 
a computed cost to the vendor, or to the 
last preceding party affiliated in any way 
with the vendee, must be substituted for 
actual cash cost in the accounts of the 
acquiring company—even if this substi- 
tuted figure is substantially more or less 
than fair value at date of transfer. In the 
case of property acquired as an operating 
unit or system the prescribed accounting 
system includes the unusual requirement 
that total cost incurred must be separated 
into “original cost”—‘“the cost of such 
property to the person first devoting it to 
public service’—and the balance, plus 
or minus; but again there is no reference 
to transactions between affiliates or to 
intercompany profits and losses and no im- 
plication that any portion of either “orig- 
inal cost” or the balance of total cost is to 
be excluded from the recorded costs of the 
acquiring company as a “fictitious,” un- 
warranted element of total cost. In fact, 
the term “intercompany profit” does not 
appear anywhere throughout the entire 
text of the prescribed system so far as the 
writer has been able to discover. Yet staff 
reports and Commission opinions abound 
with this and related expressions. 

The Commission’s prescribed system in- 
cludes an account, 107, which is described 
as follows: 

“A. This account shall include the difference 
between the original cost, estimated if not known, 
and the book cost of electric plant, at the effective 
date of this system of accounts, to the extent that 
such difference is not»properly includible in Ac- 
count 100.5, Electric Plant Acquisition Adjust- 
ments. Write-ups of electric plant prior to the 


effective date of this system of accounts shall be 
recorded herein. 


Tbid., p. 19. 
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B. The amounts included in this account shall 
be classified in such manner as to show the nature 
of each amount included herein and shall be dis- 
posed of as the Commission may approve or di- 

t. 
we Note—The provisions of this account shall 
not be construed as approving or authorizing the 
recording of appreciation of electric plant.” 

In an effort to find some nominal excuse 
for the campaign to invalidate costs repre- 
sented by payments to related companies 
the Commission’s staff, and the Commis- 
sion itself, have undertaken to claim that 
the term “write-ups” employed in connec- 
tion with account 107 is intended to cover 
all elements of cost incurred in the case of 
acquisitions of goods or services from an 
affiliated corporation in excess of estimated 
costs to the vendor, or to the last preceding 
affiliated party, even if the cost to the pres- 
ent owner was fully validated by fair 
market value at date of transfer and pay- 
ment was on an unquestioned cash basis. 
This position is entirely unwarranted. The 
term ‘‘write-up”’ has been universally em- 
ployed in financial and accounting usage to 
refer to the upward revision of recorded 
cost—usually to cover estimated apprecia- 
tion—by the specific accounting entity 
without any transfer or change of owner- 
ship. Without much doubt, those who 
drafted the text of account 107 intended 
to use the term in its regular meaning; the 
footnote referring to appreciation bears 
out this conclusion. If any extraordinary 
usage were intended there would be some 
explanation offered, either at this point or 
elsewhere in the prescribed system. It is 
certainly unreasonable to assume that a 
novel theory which proposes to invalidate 
and cancel a portion of total cost on a cash 
or equivalent basis—cost as defined in the 
prescribed system—is wrapped up in this 
one word which has an established, clear- 
cut meaning as indicated above. The plain 
fact is that the system of accounts provides 
neither explicitly nor implicitly, at any 
point, for unusua! treatment of transac- 
tions between affiliates; cost incurred in 
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such transactions—if it meets the defini- 
tion of cost clearly set forth in the system 
—must be dealt with on the same basis as 
cost incurred in transactions between so- 
called independents. The campaign of the 
Commission and its staff is neither re- 
quired by nor in accord with the provisions 
of the prescribed system of accounts. 

The prescribed system of accounts is 
clearly drafted; in general it is easy to read 
and easy to understand; the text of the 
system defines basic terms carefully. To 
assume that it covers extraordinary ac- 
counting proposals without saying so is 
ridiculous. Any scheme designed to cancel 
any portion of cash cost would be bound 
to be subject to serious objections from 
both accounting and financial standpoints. 
Certainly such a scheme cannot properly 
be put into effect, under the authority of a 
system of accounts, without being spelled 
out, or at least referred to, in such system. 

The general instructions of the pre- 
scribed system include the following: 

“8. Transactions With Associated Companies. 

Each utility shall so keep its accounts and 
records as to be able to furnish accurately and 
expeditiously statements of all transactions with 
associated companies. The statements may be 
required to show the general nature of the trans- 
actions, the amounts involved therein and the 
amounts included in each account prescribed 
herein with respect to such transactions. Trans- 
actions with associated companies shall be re- 
corded in the appropriate accounts for transac- 
tions of the same nature, provided, however, that 
charges by associated companies shall first be 
entered, if necessary, in Account 901, Charges by 
Associated Companies—Clearing. Nothing herein 
contained, however, shall be construed as restrain- 
ing the utility from subdividing accounts for the 
purpose of recording separately transactions with 
associated companies.” 


Account 901 is described as follows: 


“A. This account shall include all charges 
made by associated companies against the utility 
for any purpose whatsoever except interest, in- 
cluding charges for management, supervision, 
purchasing, construction, accounting, engineer- 
ing, legal, financial, rent, advertising, materials 


% [bid., pp. 10, 143. 
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and supplies, equipment and other property, 
commissions, taxes, and other items. 

B. This account shall be cleared by charging 
the appropriate accounts with the expenditures 
applicable thereto. 

C. The records supporting this account shall be 
so kept as to show the nature of each charge to- 
gether with the account or accounts to which each 
charge is cleared. 

Note—The mandatory use of this account may 
be suspended upon order of the Commission, if 
equivalent information is readily obtainable frorn 
other records of the utility.” 


Certainly there is nothing in this common- 
place material to suggest that there is 
something nefarious, improper, or ques- 
tionable with respect to transactions be- 
tween associated companies or that the 
Commission seeks either to prevent such 
transactions or to invalidate their terms. 
On the contrary, these statements indicate 
nothing more than a recognition of the 
fact that there may be occasions for sub- 
jecting such transactions to special scru- 
tiny, a point to which all accountants would 
subscribe. 

The description of account 100.5, Elec- 
tric Plant Acquisition Adjustments, in the 
FPC system reads in part as follows:” 
“This account shall include the difference 
between (a) the cost to the accounting utility 
of electric plant acquired as an operating 
unit or system by purchase, merger, con- 
solidation, liquidation, or otherwise, and (b) 
the original cost...of such property 

. .” (italics added). This language clearly 
indicates that the total cost to be account- 
ed for is cost to the acquiring utility, not 
to some predecessor party, and it certainly 
is sufficiently broad to cover acquisitions 
from associated companies. 

In staff reports and Commission opin- 
ions the phrase “actual legitimate cost” 
appears and again.’ The writer has 

18 Tbid.., 

11 The Da, is the Commission are fond of reiterat- 
ing phrases such as “water,” “inflationary items,” 
“fictitious amounts,” “bona fide investment,” etc., 


which can be found only i in their reports and opinions— 
not in the prescribed system of accounts they are sup- 


been unable to find this expression any- 
where in the FPC prescribed system of ac- 
counts.* Presumably, under the system, 
“legitimate cost” is cost as defined in the 
system, namely “the amount of money 
actually paid ... or the cash value at the 
time of the transaction of any considera- 
tion other than money.” Why doesn’t the 
Commission, in applying its system, ac- 
cept the standards it set up in the system? 
The writer and the other accounting wit- 
nesses for the Montana Power Co. in the 
hearing referred to earlier emphasized 
again and again the definition of cost 
stated in the prescribed system and their 
complete agreement with this definition. 
In its opinion issued in this case—an opin- 
ion which reaches a new low with respect 
to complete lack of judicial flavor—there 
is no reference to this definition or the 
insistence thereon by the accounting wit- 
nesses for the Company. Instead the real 
issue is avoided, the position of Company 
witnesses is not fairly presented, and the 
concurring opinion descends to the level of 
an attack upon the integrity of witnesses. 

The Commission and its staff seem to 


posed to be putting into effect. Another pet ore not 
appearing in the system, which is used again and again 
as if it had some standard significance which would set- 
tle everything, is “at arm’s-length.” In a report dealing 
with the accounting of the Public Service Electric 
and Gas Co. of New Jersey the Commission’s staff— 
in discussing alleged intercompany profits in construc- 
tion stle-eaiin piously of having made “proper ad- 
justment to relieve the plant accounts . . . of such prof- 
its.” There is no reference to any authority i in the pre- 
scribed system of accounts for such action. The absence 
of the flavor of fair-mindedness is generally painfully 
noticeable. 

18 In the excerpt from Section 3 of the Federal Power 
Act quoted in the introductory matter included in the 
FPC published system of accounts the following ap- 

: “ ‘Net investment’ in a project means the actual 
legitimate original cost thereof as defined and interpreted 
in the ‘ tion of investment in road and equip- 
ment of steam roads, issue of 1914, Interstate Com- 
merce Commission’ . . .” and the phrase “actual legit- 
imate original cost” is found several times in the ex- 
cerpt from Section 4 which is so quoted. However, this 
reference to an ICC classification—a classification which 
defines cost in terms of cash or equivalent outlay by the 
accounting entity—affords no authority whatever for 
an attempt to invalidate the terms of transactions be- 
tween associated companies. 


i 


l any- 
of ac- 
ystem, 
in the 
noney 
at the 
sidera- 
’t the 
n, ac- 
stem? 
g wit- 
in the 
asized 
f cost 
| their 
ition. 
opin- 
espect 
-there 
the 
wit- 
e real 
id the 
vel of 


have developed a misconception with re- 

t to the fundamental purposes of ac- 
counting and the relation of value data to 
these purposes. In the Montana opinion, 
in referring to testimony of accounting 
witnesses for the Company, the Commis- 
sion states (page 15): 

“These witnesses agreed with staff witnesses 
that the recording of assets on the books of a util- 
ity at a higher figure, even though the higher 
figure was supported by ‘value,’ was a write-up. 
They testified, however, that exactly the same 
result could be accomplished and the odium of 
write-up avoided, merely through transferring 
the assets to another corporate entity formed 
solely for the purpose of taking title thereto.” 


Aside from the fact that this statement is 
typical of the exaggeration and misrepre- 
sentation which characterize the entire 
opinion, it reveals an attitude which is not 
in harmony with the views of accountants 
generally. Accountants have never held 
that there was any “odium” attaching to 
a revision of recorded costs, even without 
any transaction whatever, provided condi- 
tions had changed to such an extent as to 
render the original figures misleading and 
the adjustment was solidly based on existing 
values. Accountants do not worship costs 
as such. They recognize that the basic pur- 
pose of accounting is to provide significant, 
useful information to the various interest- 
ed parties. They hold that in general the 
accounts should be charged with costs in- 
curred at the time the factors of produc- 
tion—either services or physical goods— 
are acquired, because they believe that 
such costs are the most dependable and 
significant economic data available at date 
of acquisition. They also take the position 
that it is generally impracticable and un- 
desirable to attempt day-to-day revision 
of recorded costs except in terms of the 
recognized processes of inventory valua- 
tion, depreciation, etc. On the other hand, 
accountants are not now and never have 
been blind to the fact that economic con- 


Transactions Between Affiliates 265 


ditions may change so markedly during 
the period in which particular factors re- 
side in a particular entity as to render the 
recorded costs entirely unsatisfactory as 
evidences of economic significance from 
every standpoint,”* and that if such a con- 
dition becomes acute there is much to be 
said for an appropriate adjustment. More- 
over, in recent years there has been devel- 
oped the concept and procedure of the 
accounting reorganization (or ‘‘quasi-reor- 
ganization’’) to provide a controlled, prac- 
ticable means of making necessary adjust- 
ments.” Is there any ‘‘odium” in this? The 
language used by the Commission indi- 
cates either a deliberate attempt to distort 
the picture or a woeful lack of understand- 
ing of the problems of financial accounting 
and the efforts of accountants to deal with 
such problems effectively. 

It may be added that accountants 
neither encourage nor defend the organiza- 
tion of a new entity solely for the purpose 
of taking title to some assets previously 
held by another entity in order to bring 
either higher or lower recorded costs into 
being. In general that would be a very in- 
adequate reason for going to the trouble 
and expense of organizing a new corpora- 
tion—especially when there is available the 
recognized procedure of the accounting re- 
organization. Moreover, any reasonable 
survey of corporate activity will show 
plainly that corporations are seldom if ever 
organized solely or even mainly for such a 
reason. 

The extremes to which one may be car- 
ried in attempting to insist rigidly on the 
Alice-in-Wonderland accounting for trans- 
actions between associated companies 
which is espoused by the FPC is illustrated 


19 Take, for example, the commonplace matter of 
fire insurance. It would be very silly for either the in- 
sured or the insurer to base their judgments on recorded 
costs which are completely out of line with the values of 
the assets subject to fire loss. 

2 See James L. Dohr, “Cost and Value,” 77 Journal 
of Accountancy 193-196 (March, 1944). 
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by the testimony of Charles W. Smith in 
a recent utility rate hearing.“ Mr. Smith 
was asked the following question: 


“T ask you to assume that there is a2 man 
named John Doe who lives out at Halethorpe and 
decides to go into the ice business and build an 
ice factory and he buys two lots of ground, which 
we will call A and B, of exactly the same dimen- 
sions, side by side, and they have exactly the 
same advantages and disadvantages, and he pays 
$500 in cash for each of them. One of them he buys 
from a stranger named Richard Roe who bought 
the lot thirty days ago for $400. What is the actual 
legitimate cost of that lot to him?” 


Mr. Smith answered, as would any sane 
accountant, “$500.” 
Then he was asked: 


“The other lot John Doe buys from his wife, 
who inherited it from her grandfather who bought 
it, the same property, for $5.00 in 1850. What is 
the actual legitimate cost of lot B?” 


To this Me. Smith answered: 


“Well you have a grave problem there. I don’t 
know. I would have to go into the circumstances 
and find out. . . . It depends upon the facts of the 
deal. It might be a gift on the part of the wife. It 
might not be. There are no standards there, under 
the circumstances you have described. I certainly 
would never certify to a cost in a situation of that 
kind as being an arm’s-length transaction... . 
To be legitimate cost it must be an arm’s-length 
transaction as far as accounting is concerned.” 


The question was then put: 


“You are unable to answer the question, what 
was the actual legitimate cost of the lot B?,” and 
Mr. Smith replied: ‘“That is correct. I don’t know 
what the legitimate cost would be under such cir- 
cumstances. .. .” 

Of course, if he had applied the FPC posi- 
tion literally to this case he would have 
said that the cost of lot B for the account- 
ing purposes of the purchaser was $5, the 
price paid by the wife’s grandfather to 
some unrelated party in 1850, and that the 
amount of $495 of cash cost paid by Mr. 

* A proceeding before the Public Service Commis- 
sion of Maryland concerning the rates of the Consoli- 
dated Gas Electric Light and Power Co. of Baltimore. 


The writer appeared as a witness for the Company in 
this hearing. 


Doe in excess of the $5 must be written 
off, with a corresponding immediate de- 
duction from his invested capital; but Mr, 
Smith didn’t like to say this, because it 
would sound ridiculous under the circum- 
stances. 

In the American Telephone and Tele- 
graph Co. case* Mr. Justice Cardozo, 
in delivering the opinion of the Court, said 
in part: “Purchases are frequently made 

. from affiliates or subsidiaries. . .. At 
times obscurity and confusion has been 
born of such relations.... Buyer and 
seller in such circumstances may not be 
dealing at arm’s length, and the price agreed 
upon between them may be a poor criterion 
of value...” (italics added). There can 
be no serious objection to this statement. 
Here is clear recognition of the fact that 
the terms of transactions between close 
associates may “at times”’ not be on a com- 
mercial basis and hence may deserve spe- 
cial scrutiny. But here also is clear recog- 
nition of the fact that affiliates may deal 
at “‘arm’s length” and that fair value at 
date of transfer is the basic measure to be 
applied in testing validity. This is in ac- 
cordance with long-established legal, finan- 
cial, and accounting standards, and is pre- 
cisely the position taken by the writer. 
If the Federal Power Commission would 
accept these fundamentals in its account- 
ing program—in line with its own system 
of accounts—the Commission would be on 
solid ground with respect to accounting 
principles and controversy would be con- 
fined to determination of facts. When, 
however, the Commission insists that the 
terms of all past transactions between 
associated companies are invalid for ac- 
counting purposes, even if such terms are 
fair and reasonable in the light of existing 
values, its program becomes arbitrary and 
unsound and deserves thoroughgoing con- 
demnation. 


# American Telephone and Telegraph Co. v. Fed- 
eral Communications Commission, 299 U. S. 232. 
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COSTS, PRICES AND PROFITS: ACCOUNT- 
ING IN THE WAR PROGRAM’ 


E. L. AND W. W. CooPEeR 


AR DEMANDS have made necessary 
W central planning and control for 
the materials of war. Intelligent 
planning and control are dependent on ac- 
counting data. To obtain accounting data, 
recourse has been had to formal reports, 
questionnaires, surveys, telephone calls, 
and conferences. Information secured has 
covered production, stocks, consumption, 
population and labor figures, costs, and 
other financial and accounting statistics. 
In the stabilization and procurement pro- 
grams, many new applications of account- 
ing techniques have been devised. It is the 
purpose here to review a number of the 
more important accounting developments 
in the war program and to consider some of 
the possible long-range effects, particu- 
larly the use of accounting in establishing 
social controls. 

There have been long-standing require- 
ments for accounting reports in income- 
tax laws and various regulatory enact- 
ments. In addition, permissive legislation 
such as the Federal Trade Commission 
Act? demonstrates that Congress years 
ago had become aware of the necessity of 

1 The authors wish to express their appreciation to 
Lt. Colonel Stephen B. Ives, Renegotiation Division, 
Headquarters, Army Service Forces, and Paul M. Green, 
Deputy Administrator in charge of accounting services, 

ce of Price Administration, who read and criticized 
the manuscript. Glenn A. Lloyd, former Assistant Di- 
rector of Procurement, Purchases Division, Head- 
quarters, Army Service Forces, who was responsible 
for a number of the policies described in this article, 
provided valuable suggestions. 

_* Public Law (1914). Section 6 authorizes the Com- 
mission “‘. . . to require by general or special orders, 
corporations engaged in commerce... to file with the 


Commission in such form as the Commission may pre- 
scribe annual or special, or both annual and special, 
reports or answers in writing to specific questions, 
furnishing to the Commission such information as it 
may require as to the organization, business, conduct, 
practices, management, and relation to other corpora- 
tions, partnerships, and individuals of the respective 
corporations filing such reports or answers in writing.” 


financial reporting in the éstablishing of 
even the most general business controls. 
However, no extensive and systematic col- 
lection of such data, except for purposes 
of taxation and utility regulation, was un- 
dertaken by the Federal Government un- 
til the National Recovery Administration 
and such organizations as the Bituminous 
Coal Division were created for purposes of 
minimum price regulation. The data se- 
cured were, for the most part, limited to 
operating costs. Each commodity was to 
be judged_on its “merit” and price was to 
include full costs, both fixed and variable, 
plus a reasonable profit. In fact, the Bi- 
tuminous Coal Act (P.L. 48, 75th Congr., 
1st Sess.), which dealt primarily with mini- 
mum prices, also provided for establishing 
maximum prices under certain conditions. 
With respect te minimum prices the law 
authorized only the collection of costs; for 
establishing maximum prices additional 
authority was granted to obtain financial 
data. 


PRICE CONTROL 


Whatever the worth of the “full-cost” 
approach for each commodity, the Office of 
Price Administration early decided that a 
different standard should apply to maxi- 
mum price regulation. In October, 1941, it 
became apparent that selective price con- 
trols would no longer prove effective 
against the gathering momentum of price 
increases, and a general price freeze order 
was issued. There was no reason for the 
date chosen other than that it was con- 
venient, and the only simple and direct 
course of action available during the crisis. 
It is not necessary here to dwell at length 
on the problems raised by this procedure 
except to note that under the distortions 
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caused by the war program, such a freeze 
has caused real hardship on some business 
concerns and has presented bonanzas to 
others.* This problem was recognized at 
once by the OPA and a program of spe- 
cific-industry studies was instituted in or- 
der to determine the effects of the freeze 
order and the adjustments necessary. At 
the same time a scheme for granting price 
adjustments to individual organizations or 
groups suffering hardship was being for- 
malized in Procedural Regulation No. 1.‘ 

What were the standards to be applied 
in these cases? A record of prices and pric- 
ing methods was obviously essential, but 
inadequate. Prices established by a com- 
pany or prices current within an industry 
might have been rising continuously with- 
out compensating for increased costs at- 
tributable to such factors as declining vol- 
ume, shifts in production occasioned by 
material scarcity, increased component 
costs, or decreased efficiency of man- 
power. Similarly, a stable or declining price 
brought about by volume expansion in the 
form of war contracts, or by quality de- 
terioration, might have resulted in greatly 
increased profits. A better method of get- 
ting at the problem seemed necessary, and 
the obvious answer was “cost.” Whether 
under “normal” conditions cost deter- 
mines price or price determines cost was 
not an issue here. Cost, price, and volume 
were recognized as the determinants of 
profitability on any commodity or service, 
and hence became the factors to be con- 
sidered in “hardship” and other adjust- 
ment cases. 

But what was cost: marginal or differ- 
ential cost, average cost, variable cost, out- 
of-pocket cost, or full-capacity cost? If one 
of these is chosen, what are its elements? 
~~ Many “normal” income distortions would have 
been present even without the war program. Such fac- 
tors, as chance, seasonality, cyclical fluctuations, shift- 
ing markets and demands, monopolistic practices, price 
wars, and various combinations of these factors have al- 


ways led to inequalities. 
* OPA Service. 
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The bulk of modern industry consists of 
multiple-product organizations in which 
difficulties of spreading fixed and overhead 
costs are always present. Methods of de. 
termining and distributing costs vary 
greatly from industry to industry and be- 
tween organizations, and no body of doc- 
trine has been developed thus far which 
can be recognized as cost-accounting prin- 
ciples. 

OPA generally chose the average-cost 
approach, drawing a distinction between 
direct and indirect or relatively fixed and 
variable costs. The components of the ay- 
erage which are given most emphasis de- 
pend upon circumstances. A case involving 
increased labor costs requires a different 
approach from one involving declining vol- 
ume. Reasons underlying justifiable in- 
creases in price, although numerous, may 
be grouped under two general heads: in- 
creases required by law and increases re- 
quired to maintain “essential” production 
and supply.® In practice, requests for price 
increases have been grouped under “appli- 
cations for adjustment,” in which the in- 
crease is to be confined to one or a rela- 
tively few companies, and “petitions for 
amendment,” in which the increase is 
more general in character and requires 
amendment of a regulation affecting the 
industry. In the interest of administrative 
simplicity OPA has usually tried to avoid 
individual price revisions in favor of more 
general amendments whenever that course 
has seemed practicable. This is in accord- 
ance with its interpretation of the statute 
that maximum prices be generally fair and 


5 Adjustments may also be granted to correct im- 
proper price relationships between commodities or to 
effect an improvement in price control. For example, 
the maximum price of a commodity produced by a pat- 
ticular firm or group of firms may be out of line with 
respect to another commodity or group of commodities 
produced by the same firms. The adjustment in these 


cases usually takes the form of the so-called Even- 
Stephen provisions. The price of one commodity is raised 
and the other is lowered to bring the prices in line with- 
out increasing or decreasing the over-all profit position 
of the firms. 
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equitable. In most cases, whatever the 
cause, OPA has applied over-all tests, com- 
pany earnings being compared with a nor- 
mal base period, usually 1936-1939; and 
the earnings on an individual commodity 
are also compared with the same or an- 
other base period. The company or group 
of companies must successfully demon- 
strate in both cases that its earnings are 
below normal before the adjustment will be 
granted, notwithstanding less earnings 
than in the base period or losses by the ma- 
jority of concerns on the commodity. 
Where hardship has resulted from substan- 
tial volume declines, the adjustment pro- 
cedure may include for consideration the 
direct costs of all except the marginal sup- 
pliers, plus an average overhead which ex- 
cludes high-cost producers. 

If minimum increases in price necessary 
to satisfy the legal requirements are still 
insufficient to maintain essential supply 
(or to correct improper price relationships 
or effect desirable improvements in meth- 
ods of price control) further adjustments 
may be granted.® Since declining volume 
may itself be a cause of increased costs and 
hence of relative hardship, these cases 
must be treated with considerable caution. 
Wherever possible, OPA will try to in- 
crease the maximum price only to the ex- 
tent required to cover the variable costs 
of the producers necessary to obtain the 
essential supply; if this should prove in- 
sufficient further adjustments may be 
made to cover portions of fixed costs—usu- 
ally utilizing some form of averaging after 
eliminating the marginal fringe. In no case 
is the price adjusted more than enough to 
cover the total cost of the highest-cost pro- 
ducer whose production is necessary to ob- 
tain the total essential supply. 

It became apparent that a great volume 
of reliable accounting data would be nec- 


_ "Adjustments affecting local or national cost-of- 
living commodities must receive the approval of the 
Director of the Office of Economic Stabilization. 
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essary for the administration of the Act. 
Files of cost data were available in certain 
Government agencies, but with the excep- 
tion of those collected by the Bituminous 
Coal Division, they were out of date or in- 
adequate. Moreover, it did not seem de- 
sirable to provide for the systematic 
collection of cost data in view of the wide 
variations in cost-accounting practices, 
and in many cases the complete lack of 
cost records. With these difficulties in 
mind, OPA decided to withhold the col- 
lection of cost information until a specific 
administrative decision was involved. Even 
in these cases, collecting cost data by the 
use of mail questionnaires had proved 
generally so unsatisfactory that OPA has 
had to rely almost entirely on field surveys. 
In many cases, when the figures were se- 
cured, they were open to considerable 
doubt and argument. 

Various devices have been developed to 
overcome these obstacles. Mail question- 
naires may be coupled with spot checks in 
the field. Statistical audits may be used 
whereby irregular items may be adjusted 
or cast out before averages and ranges are 
computed; or further data or explanations 
may be called for. Sometimes other sources 
of information have been available, such as 
over-all financial data, which can be used as 
a check; or, industry advice and judgment 
may be solicited. In nearly every case in- 
ternal checks are required in order to see 
whether data for a group of companies 
“hang together,” and to flag questionable 
items. The most reliable approach to costs 
has been secured through field surveys by 
accountants carefuily schooled before go- 
ing into the field, and through periodic 
meetings with them in the field to insure 
that the problem is being approached with 
the same concepts in mind. 

Securing financial data offered numer- 
ous problems but did afford possibili- 
ties for more orderly and systematic 
methods of collecting information. Pe- 
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riodic reports were being received by 
several divisions of the Federal Govern- 
ment (Bureau of Internal Revenue, Fed- 
eral Trade Commission, Securities and 
Exchange Commission) and by stock ex- 
changes, credit agencies, trade associa- 
tions, and stockholders. But these sources 
yielded inadequate information. SEC and 
FTC coverages were too small for OPA’s 
needs, and the Bureau of Internal Reve- 
nue reports required a processing period of 
nearly 18 months before they could be 
made available to the OPA—a period 
much too long to meet the needs of a price- 
control agency in a rapidly changing econ- 
omy.’ 

Having concluded that existing sources 
were unsuitable, OPA had two remaining 
alternatives. As in the case of costs, it 
could collect the information as the occa- 
sion required or it could set up a cen- 
tralized reporting system. The latter was 
chosen for several reasons. OPA is or- 
ganized on a commodity basis, with price 
branches operating largely independently 
of each other. Because of the multiple- 
product characteristic of so many Ameri- 
can enterprises, requests for data by in- 
dividual branches would have resulted in 
a great overlapping, and at odd times dur- 
ing the year. But the burden on business 


7 OPA uses, as do nearly all Government agencies, 
a 1936-39 normal-base-period criterion. Rather than 
burden business with the necessity of preparing addi- 
tional statements, the Bureau of Internal Revenue 
transcripts of returns for this period have been utilized. 
While the problems of differimg concepts of “taxable” 
and “accounting” net income, bases of consolidation, 
etc., create some difficulty, these are less acute in the 
case of industry studies than when an individual com- 
pany is involved. Analysis has shown that for industry 
studies profit-and-loss data are generally adequate ex- 
cept in those industries having material amounts of 
wasting assets. Balance sheets are another matter; 
but the OPA, like most war agencies, is not generally 
as interested in balance sheets as in profit-and-loss state- 
ments. The balance sheet finds its greatest use as a 
“check” on the profit-and-loss statement. As a further 
safeguard, in view of the importance of the base-period 
criterion, OPA application forms generally present the 
manufacturer with the alternative of submitting his 
own financial statements for the period if he feels that 
the tax returns would give a misleading picture of his 
operations. 
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would be moderate if only the corpora. 
tion’s own regularly prepared statements 
could be utilized. Many OPA surveys are 
undertaken on an extensive scale and rea- 
sonably efficient tabulations require stand- 
ardized forms. To follow a single standard 
many companies would be forced to recast 
their statements. On the whole it seemed 
that it would be less burdensome to indus- 
try if the reports were collected centrally 
and industry and its auditors could be in- 
formed beforehand of what they were be- 
ing asked to supply. 

There were disadvantages. A standard 
form could not fit the peculiarities of each 
company or each problem without becom- 
ing unduly involved. Certain companies 
might be asked to report although they 
had no immediate problems with OPA in 
the offing. On the other hand, permitting 
individual branches to collect the informa- 
tion would mean a great variety of forms 
and varying periods. It would have been 
impossible to put together for top execu- 
tives comparable figures covering a range 
of industries. Moreover, the administra- 
tion of a price regulation is a continuing 
affair, and, as in the case of business or- 
ganizations, some sort of systematic pro- 
vision for factual data must be provided 
against which the effectiveness of opera- 
tions may be compared. A centralized col- 
lection could be put together by a pool of 
skilled accounting specialists. From the 
point of view of various agencies of the 
Federal Government, a scheme of stand- 
ardized reporting, centered in one agency, 
would be less costly all around. With OPA 
as the major collector of such data, other 
reporting systems could be discontinued. 
Asa by-product of its activities, OPA could 
release statistical aggregates to other 
agencies needing such information without 
revealing individual-company informa- 
tion. 

The decision was thus made to centralize 
the collection of this information, and a 
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form was designed and an administrative 
organization provided in the OPA’s ac- 
counting department. Forms A and B were 
first issued in May, 1941. Form A in that 
year consisted of a profit-and-loss state- 
ment, balance sheet, analysis of cost of 
sales and a number of supporting sched- 
ules, and was to be filed annually. Form B 
consisted of a somewhat abbreviated 
profit-and-loss statement, balance sheet, 
and cost of sales and was filed for the 
three quarters between Forms A on a cu- 
mulative basis. The original forms were de- 
signed with larger corporations in mind, 
and bore a family resemblance to the SEC 
annual reporting form 10-K; they were 
sent, except in special cases, to manufactur- 
ing, mining, construction, and wholesale 
concerns with total assets in excess of 
$250,000. With such a limit, there were ap- 
proximately 25,000 companies from which 
the reporting list could be drawn.® 

Experience with the reporting program 
showed that certain refinements were nec- 
essary. In view of the fact that the forms 
required fairly well-developed accounting 
systems to insure a reasonably satisfactory 
report, it did not seem feasible, in general, 
to go below the $250,000-asset limit. The 
major share of an industry’s production 
would ordinarily be included among the 
reporters, but in many industries smaller 
firms predominated. In all but a few cases 
no representative sample was secured, and 
in these few cases only by accident; the 
figures obtained thus did not generally 
prove adequate for price actions. 

Two attempts were made in the next 
year to meet this situation. A simple form 
was designed for use in cases where small 
firms were to be covered and Forms A and 
B were simplified. The major changes were 

* Some 18,000 companies were finally requested to file 
these reports. 

* This form consisted of a greatly simplified profit- 
and-loss statement and balance sheet designed with the 


independent retail grocery trade in mind; its use was 
confined to only one other industry. 


the elimination of the quarterly balance 
sheet and analysis of cost of goods sold. 
Certain revisions were also made in the 
annual report, Form A, but the reporting 
requirements still remained too complex to 
expect their general application to small 
business.’ For the remainder of the year 
1943, the reporting list remained substan- 
tially the same as for 1942. 

During 1943 increasing labor and ma- 
terial costs and cutbacks in the war pro- 
gram, resulting in declining volume, 
brought mounting pressure against price 
ceilings. Forecasts for 1944 indicated a con- 
tinuing rise in these pressures. 

A different approach from the old re- 
porting system, which in many respects re- 
tained much of the emphasis of selective as 
opposed to general price control, seemed 
indicated. The Office of Price Administra- 
tion, the Bureau of the Budget, and a sub- 
committee of the Advisory Committee on 
Government Questionnaires working to- 
gether effected a drastic simplification of 
the forms. On the basis of this simplifica- 
tion, it was deemed feasible to expand the 
reporting list to 50,000 business organiza- 
tions. 

Consideration was given to the possibil- 
ity of devising two separate forms, one for 
small and one for large business, but in 
view of the administrative burden of mail- 
ing, auditing and tabulating a minimum of 
200,000 reports annually, it was concluded 
that one simple form would prove more 
suitable. The task was not easy. Account- 
ing statistics furnish a field filled with pit- 
falls for the unwary. Enough data had to 
be obtained to insure a minimum degree of 
uniformity between reports without prov- 
ing burdensome to business concerns or the 
OPA staff. To determine “net sales,” for 

10 By small business is meant organizations with 
total assets of $50,000-$250,000, the range differing 
with the industry. Attempts have been made by various 
Governmental agencies to collect information below 


is level, but record-keeping practices have been found 
to be so irregular as to make the results without value. 
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example, may seem a relatively simple 
matter. But different methods of handling 
discounts, freight, and other items on 
which accounting practice is not uniform 
may result in noncomparable net-sales 
figures. Widely varying practices in ac- 
counting for reserves and provisions for re- 
serves had to be recognized; one company 
might charge against operations what an- 
other company might charge against a 
surplus or reserve account." Appropriate 
adjustments must be made if the net- 
profit figures are to remain comparable. 
These and numerous other problems had 
to be faced. The problems and the solu- 
tions will be suggested by a study of the 
forms.’ 

It has already been mentioned that 
other Federal agencies (e.g., the Federal 
Reserve Board, and the Treasury and 
Commerce Departments) are vitally inter- 
ested in corporate financial information. 
Rather than continue duplicate reporting 
systems, the forms were so designed as to 
cover their needs also. This explains the 
addition of some of the categories dealing 
with Government receivables and payables 
on Form A. 


1 In returns filed with OPA a constantly increasing 
tendency on the part of the companies has been ob- 
served to distinguish between operating and surplus 
reserves: provisions for operating reserves being re- 
garded as expenses and provisions for surplus reserves 
being regarded as reservations of earned surplus. 

2 The instructions accompanying the forms recog- 
nize that the primary purpose of accounting is to aid 
management, and provision has been made to preserve 
this necessary difference between management and OPA 
requirements without destroying necessary uniformity 
in the approach. This has been done by cleaving to cer- 
tain standards and asking for notes on departures. 
(This provides an interesting contrast to the German 
system under which the accounting practices of the 
individual firm are molded into prescribed systems of 
accounts—H. W. Singer, Standardized Accountancy in 
Germany, National Institute of Economic and Social 
Research, Occasional Papers, V. Cambridge University 
Press, 1943.) The reporting system still remains volun- 
tary, although a standing mandatory order has been 
drafted for use where the data from an individual busi- 
ness or industry are needed for administrative action 
and where the business or industry refuses to comply 
voluntarily. This seems fair, since a small segment of an 
industry may, by refusing to comply, delay or prevent 
necessary action affecting the entire industry. 


The reports have a great variety of in- 
ternal uses. Quarterly tabulations of se. 
lected profit-and-loss items and annual 
tabulations of these profit-and-loss items 
and certain balance-sheet items are pre- 
pared and distributed automatically to the 
OPA price branches to assist them in re- 
viewing and scheduling their work. In ad- 
dition, research projects covering particu- 
lar industries or groups of industries are 
undertaken to provide top-staff review and 
to assist in policy formation. These uses 
are obvious. Certain other uses are not 
quite so apparent. An individual business 
or group of businesses may apply for price 
adjustment; if they have filed returns, the 
data on hand will be used in reviewing 
their cases."* If such reports have not been 
filed for all the applicants, such industry 
data as have been collected nevertheless 
serve a useful purpose. One of the first 
questions that must be decided when an 
application is received is whether the 
problem is confined to the individual con- 
cern or is, or is likely to become, more gen- 
eral in character. A decision must be made 
as to whether the problem is best disposed 
of by amending the regulations or by con- 
tinuing to deal with individual cases under 
the existing regulations. Current data on 
over-all industry operations furnish a valu- 
able guide.* Where a proposed price revi- 

13 To avoid duplicate filing the following statement is 
included in all OPA regulations which provide for 
applications: “If you have submitted any of this in- 
formation on Office of Price Administration Financial 
Report Forms A and B for certain periods or have re- 

orted the same information on a previous application 
for adjustment of a maximum price, you may indicate 
what reports have been filed and omit these periods in 
your present report.” 

44 Over-all data are, of course, not generally sufficient 
to undertake an amendment. For this p e cost and 
margin data will also have to be obtained. But time is 
saved in dealing with these problems when the OPA is 
apprised of the situation as it develops. In addition, the 
OPA will usually have available other sources of infor- 
mation. Files of. cost and price data may be available 
from previously conducted surveys or previous applica 
tions. Production statistics can be obtained from the 
War Production Board or other sources, against which 


known conversion factors can be applied and estimates 
made of the effect on operations at various estimated 
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sion is under consideration, the OPA must 
estimate the effect on the next higher or 
lower brackets of production." 

When wage cases are brought before the 
War Labor Board, the industry may file a 
petition with the OPA stating that the 
proposed increase in wages will compel an 
appeal for a price adjustment.’ Under the 
present procedure, the recommendations 
of the War Labor Board are referred by the 
Office of Economic Stabilization to OPA. 
Within 10 days thereafter, the OPA must 
file its recommendation with the Stabili- 
zation Director giving its opinion on 
whether the proposed increase will make 
it impossible to “hold the line.” Its 
recommendation may take several courses: 
agreement with the WLB decision, dis- 
agreement, or a suggestion for alternative 
adjustments in wages which will permit 
maintenance of the existing price struc- 
ture.” It is then up to the Director of Eco- 
nomic Stabilization to reach a decision.'*® 
Inany event, data must be available as the 
basis of the decision. Wage data will, of 
course, be obtainable from the War Labor 
Board. These data, plus the over-all finan- 
cial data will enable the OPA to determine 


volume levels. Advice from industry is being received 
continuously, and it is the business of the commodit 
specialists and consultants to keep in constant wo f 
with industry trends. 

% To obtain an accurate picture of these effects, data 
on costs and projected production should also be on 
hand. Some such data are almost always available. 
Even without it, over-all data will at least indicate the 
extent of available cushions and the possibility of cost 
absorptions. 

% The industry must notify OPA, within 15 days 
after the case has been referred to the War Labor Board, 
that it intends to file a petition for amendment or ap- 
plication for adjustment. 

1’ The importance of these decisions is apparent when 
the compounding effect of any price adjustment is con- 
sidered. An adjustment at, say, the raw material level 
may force increases, perhaps more than proportional in- 
creases, in the consumer end product far up the line. 

8 Cf. Executive Order 9250, Title II: “... where 
the National War Labor Board or the Price Adminis- 
trator shall have reason to believe that a proposed wage 
increase will require a change in the price ceiling of the 
commodity or service involved, such pr increase, 
if approved by the National War Labor Board, shall 
become effective only if also approved by the Director 
lof Economic Stabilization].” 
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how much of the proposed increase in cost 
may, perhaps, be absorbed. 

The information made available by 
Forms A and B is also used as an over-all 
test of the cost figures submitted by indi- 
vidual companies; of the “‘in-lineness” of 
operating data by “across-the-board” com- 
parisons of different companies. It fur- 
nishes useful guides for sample selection 
and stratification purposes when a survey 
is under way. And in pricing a new com- 
modity the information may assist in de- 
termining proper prorations to that com- 
modity.!® 

Although accounting data furnish valu- 
able guidance, they do not furnish auto- 
matic answers, nor can they be translated 
directly into price decisions. At most they 
can and do furnish a basis of questioning 
and discussion; any attempt to use them 
in any other manner might lead to grave 
errors. Operating at the top level in the 
economy, an administrator is far removed 
from the knowledge of individual situa- 
tions which alone can give the proper qual- 
ification and interpretation to the most 
accurate accounting figures. The data so 
collected are summary in character with 
only enough detail included to “flag’’ dan- 
ger points which may require further in- 
vestigation. Anyone familiar with the oper- 
ation of OPA will know that data collec- 
tion represents only the start. Discussions 
are held with industry representatives, 
other opinions are brought to bear, and 
after meetings and compromises a series of 
prices may be agreed upon. The data serve 
to limit the area of discussion to a work- 
able range. 

OPA’s interest in accounting covers a 
large field. In some cases, the requirements 
may go beyond reporting and into the 
record-keeping practices of the industry. 

1° Cf. MPR 67 covering new machine tools. In this 
case the wuole industry is required to file these reports 
not only to obtain current data on the industry, but 


also as a basis of reviewing and establishing applica- 
tions for prices on machine tools of new design. 
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In all cases, however, the OPA has ab- 
stemiously avoided setting up detailed ac- 
counting requirements,” beyond prescrib- 
ing a few additional items on which records 
must be kept. The usual phraseology in the 
regulations is that the affected businesses 
“shall keep such records and file such re- 
ports as the Office of Price Administration 
may from time to time require” (subject, 
of course, to the approval of the Bureau of 
the Budget under the Federal Reports Act 
of 1942, the Bureau being empowered to 
give special cognizance to the reporting 
problems of small business). In most cases 
the trade or industry is merely required to 
keep such records as is customary. Even 
where record-keeping requirements are set 
forth in some detail, they are usually 
based on customary practices and worked 
out in conjunction with industry repre- 
sentatives. The purpose of these require- 
ments is usually to serve as a basis of en- 
forcement. It is a tribute to the advance in 
accounting that has occurred in the past 
few decades as well as to OPA’s recognition 
of the primary function of accounts in 
servicing individual management that it 
has been possible to operate so many facets 
of a complicated price-control program on 
the basis of already existing practices. 
Where price ceilings, labor conditions, 
increasing costs or generally unstable con- 
ditions have created a tight situation, pro- 
vision is sometimes made for a periodic 
© OPA is forbidden by law from setting “standards.” 
Presumably this covers direct prescription of accounting 
standards. (Section 102 of the Stabilization Extension 
Act, Public Law 383, Approved June 30, 1944, specifi- 
cally states “that no . . . regulation or order shall con- 
tain any provision requiring the determination of costs 
otherwise than in accordance with established account- 
ing methods.’’) If the problems of the war had become 
more serious, however (e.g., an extreme increase in 
small business mortality), it is doubtful whether it 
would have been possible to avoid developments in this 
direction. To supply satisfactory information on small 
business it might have been necessary to prescribe and, 
perhaps, install satisfactory systems of record-keeping. 
Because of the lack of satisfactory records as well as 
access to appropriate knowledge concerning procedures 
for appeal, etc., smaller business has often been ham- 


pered in obtaining adequate consideration of its prob- 
lems. 
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reporting of cost, or of both cost and finan- 
cial data, in order to make possible a con- 
tinuous review. Such a reporting system 
may also be installed where the Govern- 
ment has undertaken to stabilize prices by 
subsidy payments, or in cases where new 
services are being instituted under a price 
regulation where no data or experience has 
been accumulated; regulation may put it 
on a mandatory basis, or the reporting 


-may be voluntary. An example is found in 


the rubber industry, where the so-called 
“white report” showing profit-and-loss 
figures on a product basis is obtained from 
some 40 large rubber companies. Other ex- 
amples are to be found in reports from 
newsprint and newspulp producers, opera- 
tors of intracoastal barges (hauling petro- 
leum products on the intracoastal canal), 
dealers in second-hand machine tools, and 
anthracite and bituminous coal mines. 

Accountants are frequently used in en- 
forcement cases which may range from the 
counting of ration coupons to a detailed 
audit of transactions to determine each 
violation of a price regulation. In nearly all 
cases these proceedings involve individual 
companies. 

Another activity is the auditing of 
claims for subsidy payments, such as those 
involving coal dealers and industrial coal 
users in New England and New York un- 
der Compensatory Adjustment Regulation 
No. 1. Coal purchasers in these regions 
have been compelled to bring in their sup- 
plies from unusual sources and may have 
incurred higher transportation and insur- 
ance costs. To hold the price of coal to con- 
sumers without subjecting dealers to un- 
usual hardship the “compensatory adjust- 
ment”’ procedure was devised. Applicants 
must supply information on a series of 
forms (showing purchase origins, tons re- 
ceived, price, transportation and insur- 
ance costs) to prove that their costs are 
greater now than in 1941, and that they 
normally would have received such coal. 
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The applicant applies monthly for the dif- 
ference in cost if he has not passed this 
higher cost on to his customers. These 
forms are processed, audited, and adjusted 
by OPA accountants in the Compensatory 
Adjustment Section of OPA’s Accounting 
Department, approved claims being ulti- 
mately certified to the Defense Supplies 
Corporation.” 


CONTRACT RENEGOTIATION 


Renegotiation purposes at the present 
moment are somewhat confused. An im- 
portant element of the several controls 
over excessive profits on war contracts, the 
renegotiation process has also become an 
important part of the stabilization pro- 
gram and of military procurement. 

The legislative history of the renegotia- 
tion statutes goes back at least as far as the 
Vinson-Trammell Act (Public Law 135, 
73rd Congress, 1934), the Merchant Ma- 
rine Act (Public Law 835, 74th Congress, 
1936) and subsequent amendments. These 
acts were passed before inflation had be- 
come a pressing problem, and before the 
necessity of gigantic and rapid procure- 
ments had arisen. The force of these acts 
was, however, rendered inoperative by the 
Second Revenue Act (October 8, 1940)” 


* Financial statements are not usually collected in 
subsidy programs to determine whether there has been 
an actual deterioration of the applicant’s financial 
position as a result of increased costs. This involves the 
whole question of “‘selective’”’ subsidies. There are cases 
where price increases, on Government contracts and 
otherwise, have been made in order to permit high-cost 
operators to continue to produce, and where, on the 
basis of the company’s financial position it is apparent 
that the firm may be forced out of business under the 
general regulation or freeze order. Similar subsidy 
situations obtain in certain metal production, petroleum 
production, and processed foods. Only in the case of 
processed foods are general fmancial statements ob- 
tained. In this case the Office of Economic Stabilization 
has required that only the investment devoted to par- 
ticular food items should be given consideration in com- 
puting sales or return. Because of the fungible character 
of most balance-sheet items, this decision has given rise 
toobviously awkward situations. 

"The profit limitation provisions of the Vinson- 
Trammel Act were suspended in the case of military 
and naval contracts and subcontracts when subject to 
the excess-profits tax. In the case of the Merchant 
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which was designed to give the military 
agencies more leeway in using profit incen-: 
tives to speed contract letting and produc- 
tion. Steps were taken soon after, how- 
ever, to avoid, so far as possible, excessive 
profits. Title XIII of the Second War Pow- 
ers Act (Public Law 507, 77th Congress, 
approved March 27, 1942) gave the Presi- 
dent and the Chairman of the War Produc- 
tion Board broad authority to examine 
records and books of account. Under the 
authority of this law and Title I of the 
First War Powers Act (Public Law 354, 
77th Congress, approved December 18, 
1941), Executive Order 9127 was issued on 
April 10, 1942, delegating these powers to 
the War Production Board, the War, 
Navy and Treasury Departments, the 
United States Maritime Commission, and 
the Reconstruction Finance Corporation, 
“to prevent the accumulation of unreason- 
able profits, to avoid waste of Government 
funds, and to implement other measures 
which have been undertaken to forestall 
price rises and inflation.”” The Chairman 
of the War Production Board was au- 
thorized ‘‘to issue rules and regulations and 
to establish policies to coordinate and gov- 
ern the War Department, the Navy De- 
partment, the Treasury Department, the 
United States Maritime Commission, and 
the Reconstruction Finance Corporation 
in exercising the functions vested in them 
by this order.” On April 25, 1942, under 
this order, a joint memorandum was issued 
by the War and Navy Departments and 
Maritime Commission and approved by 
the Chairman of the War Production 
Board. This memorandum established 
Price Adjustment Boards in the three De- 
partments” “to advise and assist the offi- 
cial in such Department or Commission in 
charge of purchasing, in securing adjust- 


Marine Act, the limitations were suspended only in 
the case of n iated subcontractors. 

%3 The Chairman of the War Production Board ap- 
appointed one representative to sit with all three 
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ments or refunds in instances where it is 
determined that costs or profits of con- 
tracts are, or may be, excessive for any 
reason.” The Cost Analysis Sections al- 
ready established in the three agencies and 
the Procurement Advisory Division of the 
War Production Board were to act as fact- 
finding agencies for the Price Adjustment 
Boards.™ This form of organization is still 
maintained, although the Revenue Act of 
1943 (Public Law 235, 78th Congress) 
made certain basic changes by creating a 
Contracts Price Adjustment Board” 
consisting of representatives from the af- 
fected agencies, to conduct statutory re- 
negotiation. 

Despite the enactment of Title XIII 
there apparently still existed a general 
feeling on the part of Congress that “‘exces- 
sive” profits on military contracts might 
still be realized, and on March 28, 1942, 
nearly two weeks before Executive Order 
9127 was issued, the House adopted the 
Case Amendment to the Sixth Supple- 
mental National Defense Appropriation 
Act (Public Law 528, 77th Congress), to 
limit profits on war contracts to 6% of the 
gross amount of the contract. The procure- 
ment agencies and the War Production 
Board opposed this flat profit limitation 
because of its inflexibility, holding that it 
would interfere with the smooth and 
speedy development of the war-production 
and procurement programs, and would 
lead to gross inequities since it did not take 
into account the differing financial posi- 
tions of companies, risks incurred, relative 
contribution to the war effort, and other 
factors. As a result of this opposition, Sec- 
tion 403 was substituted for the Case 
Amendment by Senator McKellar, adopted 
by both houses, and approved by the Presi- 


* Actually, the WPB Cost Analysis Section and 
Contract Review Branch acted only on policy. At first 
all contracts in excess of certain amounts were required 
to be reviewed by the WPB, but this practice has now 
been discontinued. 


dent on April 28, 1942.%* This was the basic 
renegotiation statute. 

Not only does contract renegotiation 
have an extended legislative history, but 
the two objectives of the law, the preven- 
tion of excessive profits on Government 
contracts, and the reduction of costs to the 
Government, have long been basic con- 
siderations in the administration of Goy- 
ernment-procurement programs. The out- 
lawing of cost-plus-a-percentage-of-cost 
contracts, various types of contracting de- 
vices, and even the ‘‘competitive’’ bidding 
practices under Revised Statute 3709, and 
succeeding interpretations by the General 
Accounting Office, pointed in this direc- 
tion. There was, however, at least one 
fundamental difference: the preceding 
methods were directed at individual con- 
tracts; but the Price Adjustment Boards 
adopted an entirely different method with 
the so-called “total-company approach,” 
which required an examination of the 
company’s entire financial position and the 
over-all results of its operations on Govern- 
ment military business, both direct and in- 
direct.% The need for speed in getting the 
procurement program under way led to the 
need for a backstop to pick up cost and 
price factors at a later date. Not only was 
there no time for higgling over prices and 
profits, but the need for converting to com- 
pletely new lines of products and the plac- 
ing of orders of enormous size—far larger 
than most concerns had ever experienced 
—made it impossible to make reasonable 
advance estimates of costs and prices. The 
Price Adjustment Boards were to make 


% Public Law 528, 77th Congress, 2nd Sess. : 

* This approach was adopted as a matter of adminis- 
trative and accounting convenience without any evi- 
dence that its economic and pricing implications had 
been clearly thought through. As late as December 28, 
1943, Undersecretary Patterson stated in a letter to the 
New York Times that “ ... in principle, the contracts 
of a contractor would be taken up contract by con- 
tract ...|but] in practice, this involves accounting 
difficulties in charging costs to various contracts. It is 
more convenient for both sides to take over-all profits 
for the year.” 
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more leisurely determinations: but even 
this was not an entirely new device, al- 
though somewhat peculiar to the military 
program as a standard fixture of procure- 
ment. Wherever possible, clauses had been 
inserted in contracts requiring reexamina- 
tion and adjustment of prices and profits 
when sufficient experience had been gained 
to indicate reliable patterns of cost. Ad- 
justments, needless to say, were required 
both upwards and downwards, although the 
latter were more common than the former. 

Without the total-company approach, 
the effectuation of the cross-delegation of 
authority between the Price Adjustment 
Boards would have been difficult to 
achieve. It is not easy to imagine that the 
Navy would have been eager to delegate 
and the War Department eager to assume 
the responsibility for adjusting a contract 
with the Navy Department merely be- 
cause the contractor held contracts with 
both agencies. Certainly such a procedure 
would have had its deficiencies, since the 
specialized knowledge regarding the par- 
ticular contract would generally lie with 
the delegating agency. Without cross-dele- 
gation, the contractors would be faced with 
the necessity of proceeding on a continuous 
round from agency to agency, settling and 
adjusting individual contracts. In addi- 
tion, the large volume of contracts itself 
supplied a prohibitive barrier. 

The cross-delegation of authority to set- 
tle for all the agencies concerned and the 
tremendous number of contracts made the 
total-company approach advisable. It is 
doubtful, however, that the original stat- 
ute had this over-all review in mind. To 
clarify Congressional intent on this point, 
it became necessary for the Boards to ask 
for an amendment to the statute (Section 
801 of the Revenue Act of 1942, Public 
Law 735, 77th Congress) which states: 
“When the contractor or subcontractor 
holds two or more contracts or subcon- 
tracts the Secretary, in his discretion, may 
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renegotiate to eliminate excessive profits 
on some or all of such contracts and sub- 
contracts as a group without separately 
renegotiating the contract price of each 
contract or subcontract.’’ But it was still 
not clear whether the Price Adjustment 
Boards had the right to demand general 
financial data of this kind, and another 
amendment (contained in subsection (d) of 
Section 801) was incorporated at the same 
time giving “each such Secretary .. . the 
same powers with respect to any such con- 
tractor that an agency designated by the 
President to exercise the powers conferred 
by Title XIII of the Second War Powers 
Act, 1942, has with respect to any con- 
tractor to whom such title is applicable.” 
And in subsection (ce) of the same Act, “In 
addition to the powers conferred by exist- 
ing law, the Secretary of each Department 
shall have the right to demand of any con- 
tractor who holds contracts with respect to 
which the provisions of this section are ap- 
plicable in an aggregate amount in excess 
of $100,000, statements of actual costs of 
production and such other financial state- 
ments, at such time and in such form and 
detail, as such Secretary may require. .. .” 

With the cross-delegation and the 
adoption of the over-all approach, the 
Boards were still faced with a tremendous 
administrative problem. It was necessary 
to establish and staff new organizations 
and to formulate policies. This new re- 
sponsibility could not easily be handled by 
an already overburdened procurement 
staff. Moreover, it did not seem desirable 
to delegate these responsibilities to per- 
sonnel which had negotiated the original 
contracts. In addition to serving asa cross- 
check on procurement, it was thought ad- 
visable to make renegotiation perform an 
auditing and reviewing function. It seemed 
desirable, therefore, to maintain the audi- 
tor’s traditional independence of the origi- 
nal decision-making process. Furthermore, 
the over-all approach demanded a different 
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range of skills. Instead of experienced 
commodity experts, which was the primary 
emphasis in procurement personnel, it 
seemed practicable to utilize accountants, 
lawyers, and businessmen versed in the 
analysis of problems of corporate finance 
and general business problems. 

Not the least of the difficulties faced by 
the Boards was the necessity of obtaining 
lists of contractors subject to the act. Con- 
tract files, even if drawn up in good order, 
would prove inadequate, since the law cov- 
ered all levels of subcontractors, suppliers, 
and agents. The original law placed the re- 
sponsibility of original contact with the 
Boards, although a subsequent amend- 
ment allowed contractors to file statements 
on their own initiative. Steps were taken to 
correct this situation, however, in the re- 
visions which were incorporated in Titles 
VII and VIII of the 1943 Revenue Act.” 
Filing of financial statements became man- 
datory, and the exemption limit was 
raised from $100,000 to $500,000 per year 
of direct and indirect military business.” 

Other important changes contained in 
the 1943 Revenue Act provided that cer- 
tain commodities (primarily agricultural 
and mining) be specifically excluded, and 
the Board was empowered to make further 
exemptions in its discretion. A more subtle 
but important change was the omission of 
the phrase “excessive profits likely to be 
realized,”’ coupled with the transfer of the 

37 Public oad 235, 78th Congress, 2nd Session, 
February 25, 1944 

% Title VII of the 1943 Revenue Act provides that 
“Every contractor and subcontractor . . . shall, in such 
form and detail as the Board may by regulations pre- 
scribe, file with the Board on or before the first day of 
the fourth month following the close of the fiscal year 

. a financial statement setting forth such informa- 
tion as the Board may by regulations prescribe 
addition to the statement required under the preceding 
sentence, every such contractor or subcontractor shall, 
at such time or times and in such form and detail as the 
Board may by regulations prescribe, furnish the Board 
any information, records, or data which is determined 


by the Board to be necessary to carry out this sec- 
tion. 

* The raising of the monetary exemption was as 
much an effort designed to aid “small’’ business as to 
deal with the administrative problems of the Board. 


repricing or forward-pricing function to a 
separate title. Title VII had set up the 
over-all War Contracts Price Adjustment 
Board with power to delegate functions 
and responsibilities to agency heads. Title 
VIII, which deals with repricing, does not 
mention the Board. This means, in effect, 
that the activities of the Board, except for 
voluntary price reductions, are now con- 
fined largely to a profits-recapturing func- 
tion; forward pricing (a function not too 
well performed by the Boards) is restored 
to the agencies. This has serious implica- 
tions, and raises many new problems. 
Computation of profits is everywhere 
recognized as being connected with costs, 
and thus a problem is presented no less 
difficult than that accompanying the price- 
control program of the OPA. The original 
renegotiation statute, Section 403 of the 
Sixth Supplemental National Defense Ap- 
propriation Act, gave as little guidance as 
did the price-control act. But an interest- 
ing evolution occurred. The subsequent 
amendment to Section 403 contained in the 
1942 Revenue Act directed that “‘in deter- 
mining the excessiveness of profits realized 
or likely to be realized from any contract 
or subcontract, the Secretary shall recog- 
nize the properly applicable exclusions and 
deductions of the character which the con- 
tractor or subcontractor is allowed under 
Chapter 1 and Chapter 2E of the Internal 
Revenue Code. In determining the amount 
of any excessive profits to be eliminated 
hereunder the Secretary shall allow the 
contractor or subcontractor credit for Fed- 
eral income and excess profits taxes as pro- 
vided in section 3806 of the Internal Reve- 
nue Code.” Section (d) of the 1942 
Revenue Act provided further that “In 
renegotiating a contract price or determin- 
ing excessive profits for the purposes of this 
section, the Secretaries of the respective 
Departments shall not make any allow- 
ance for any salaries, bonuses, or other 
compensation paid by a contractor to its 
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officers or employees in excess of a rea- 
sonable amount, nor shall they make 
allowance for any excessive reserves set up 
by the contractor or for any costs incurred 
by the contractor which are excessive and 
unreasonable.’’ On the basis of these direc- 
tions the Price Adjustment Boards have 
placed fairly heavy reliance on the so- 
called Army-Navy Green Book*® adapta- 
tion of Treasury Decision 5000" dealing 
with the excess-profits tax. This still left 
wide latitude for the exercise of judgment. 
The costs to be allowed were “‘of the char- 
acter” of those allowed for tax purposes. 
Difficult as these problems were, the 
Boards had also to wrestle with such items 
as the “‘reasonableness”’ of reserves, costs, 
and salaries, not to mention such problems 
as consolidations, prorations of joint and 
common costs, and apportionments be- 
tween “‘renegotiable’”’ and “nonrenegoti- 
able” business. 

Thus, even before the passage of the 
Revenue Act of 1943, the trend had al- 
ready begun to make renegotiation a back- 
stop for the excess-profits tax rather than 
for the procurement program. The Price 
Adjustment Boards, however, still con- 
tinued to emphasize their procurement 
functions, as indicated in their Joint 
Statement :** “Section 403 is not a tax act 
designed to raise revenue, but is a price 
adjustment act designed to lower costs. 
.... The problem of excessive war costs 
and profits is primarily a problem of pric- 
ing and not of taxation. Heavy taxation 


* Explanation of Principles for Determination of 
Costs under Government Contracts (War Department, 
Navy Department; Washington: U. S. Government 
Printing Office, 1942). 

Issued by the Treasury Department under the 
authority of the Vinson-Trammell Act of June 28, 1940. 

= Joint Statement by the War, Navy and Treasury 
Departments and the Maritime Commission: Purposes, 
Principles, Policies and Interpretations under Section 403 
of the Sixth Supplemental National Defense A ppropria- 
tion Act, 1942 (Public Law 528, 77th Congress), approved 
April 28, 1942, as amended by Section 801 of the Revenue 
Act of 1942 (Public Law 753, 77th Congress), yee 
October 21, 1942. (Washington: United States Govern- 
ment Printing Office, March 31, 1943) pp. 3 and 4. 
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does not meet the problem but tends to ag- 
gravate it by creating an incentive for in- 
creasing costs.” The Joint Statement then 
enumerates the various ways of obtaining 
such price reductions, including cash re- 
funds, credit memoranda, and reductions 
of future prices. 

The Boards conscientiously tried to ad- 
minister the statutes in accordance with 
these policies and undoubtedly did achieve 
success. The end result of most renegotia- 
tions was a renegotiation agreement in 
which the contractor agreed to a refund 
(cash or reduction of future payments) and 
reductions in forward prices. A cash refund 
can be viewed as an old familiar friend, 
“the rebate,” and certainly constitutes a 
reduction in price. But the trouble with 
this method of obtaining price reductions 
is that it is an ex post facto procedure and 
hence raises the same problem that taxa- 
tion does. It leaves the contractor no in- 
centive other than patriotism, pride, and 
maintenance of industrial efficiency to re- 
duce costs. In fact, the economic incen- 
tive is in the opposite direction. 

There was an inevitable tendency to ef- 
fect reductions via the refund route. For 
one thing, a cash refund is definite and 
tangible as against price reductions which 
might be made anyway in the course of 
events. Moreover, the refund can be de- 
termined as of a moment of time and the 
matter ended. Forward-pricing agreements 
are quite another matter. Predictions are 
difficult in a shifting economy and continu- 
ous change orders (in quantities, specifica- 
tions, and delivery schedules), partial and 
complete terminations, and other factors 
require continuing administration of the 
agreement. The magnitude of this task 
may be realized when it is remembered 
that the statutes apply to all levels of con- 
tractors and subcontractors. This would 
have required a far more elaborate admin- 
istrative organization and would probably 
have involved a large amount of duplica- 
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tion of the work of the procurement offi- 
cers. Even in effecting the original agree- 
ment (and most renegotiation agreements 
covering forward pricing are general in 
character), far more attention would have 
to be devoted to commodity costs than the 
renegotiation authorities were equipped to 
give. 

The Revenue Act of 1943 (Public Law 
235, 78th Congress) further emphasized 
this trend. It removed the forward-pricing 
function, except for voluntary price reduc- 
tions, from the War Contracts Price Ad- 
justment Board, and the Board itself was 
removed from the direct jurisdiction of the 
procurement agencies. Finally, in reference 
to the nature of costs to be allowed, the 
words “of the character...” were 
dropped and the Board was specifically 
directed that “notwithstanding any other 
provisions of this section, all items esti- 
mated to be allowable as deductions and 
exclusions, under Chapters 1 and 2E of the 
Internal Revenue Code (excluding taxes 
measured by income) shall, to the extent 
allocable to such contracts and subcon- 
tracts (or, in the case of the recomputation 
of the amortization® deduction, allocable 
to contracts with the Departments and 
subcontracts), be allowed as items of cost, 


33 What is referred to is the emergency amortization 
deductions allowable under sections 124 and 125 of the 
Internal Revenue Code and involving the so-called 
Certificate of Necessity and Certificate of Nonnecessity. 
OPA and the procurement agencies generally do not 
allow this as a proper charge, on two grounds: first, 
that emergency amortization is properly a tax and not a 
price problem; second, that it in effect constitutes a tax 
subsidy to the contractor by the Government, and as 
such should be allowed only once. In fact, when section 
124 was originally enacted it contained specific instruc- 
tions that the charge should receive recognition by the 
Government only in tax matters. This was later stricken 
from the law, but there is no evidence as to why this was 
done. Before the passage of the 1943 Revenue Act, 
renegotiation policy occupied an intermediate ground. 
The item was not allowed as a cost, but was deducted 
from profit before determining the amount of “exces- 
sive’”’ profit. Presumably this was done to indicate the 
fact that the charge in each case was to be given special 
consideration (e.g., as to possible residual value in the 
property) and éxamined on its merit. Cf. Loc. cit., 
Joint Statement by the War Navy and Treasury Depari- 
ments and the Maritime Commission, p. 17. 
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but in determining the amount of excessive 
profits to be eliminated proper adjustment 
shall be made on account of the taxes so ex- 
cluded, other than Federal Taxes, which 
are attributable to the portion of the prof- 
its which are not excessive.’ 

These instructions are much more spe- 
cific—and give the renegotiation process 
more of a tax flavor, although even within 
these limits there are wide areas for the ex- 
ercise of judgment.*® Add to this the dif- 
ficult problems of consolidation and pro- 
rations and the problems are multiplied 
manyfold. Moreover, it would be a mistake 
to regard renegotiation as entirely a tax 
matter. The renegotiation laws provide a 
greater degree of flexibility than is usual 
in tax statutes, and the Board is admon- 
ished to investigate the “reasonableness” 
of costs. Proper consideration must be 
given to the contractor’s contribution to 
the war, subcontracting patterns, effi- 
ciency, risks assumed, etc.** These are the 


*% This means that renegotiation is to proceed prior 
to Federal taxes but after state taxes on ‘‘nonexcessive” 
income. There is one additional item of interest. Not 
only have the subsequent amendments to section 403 
of the Sixth Supplemental National Defense Appro- 
priation Act been included in Revenue Statutes, but 
Title VII of the 1943 Revenue Act brings renegotiation 
to a close as of December 31, 1944, unless the President 
decides to extend it to June 30, 1945. (This was done 
by Presidential Proclamation No. 2631.) Presumably 
recapture of excessive profits will then be han 
through the excess-profits tax. This terminal date does 
not apply to Title VIII—Repricing of War Contracts. 
Appeal from Board decisions may be made to the U.S. 
Tax Court. 

% Renegotiation Regulation 381.4(3)—issued by the 
War Contracts Price Adjustment Board—reads 
“No . . . item of cost shall be allowed in an amount less 
than or in excess of that which is estimated to be de 
ductible or excludible from income under the Internal 
Revenue Code, and all items of cost shall be attributed 
to the fiscal year in which they are allowable in the de- 
termination of taxable income under said Code.” The 
various elements of cost thus determined must, of 
course, then be allocated as between renegotiable and 
nonrenegotiable business. 

% The question of risk on war contracts is an open 
one. Under the First and Second War Powers Act and 
Executive Order 9001, the policy of the Government 
seemed to be to assume all the risks wherever possible, 
as a means of reducing cost to the Government. For 
discussion of this problem see the article by David Fain 
and Richard F. Watt, “War Procurement—A New 
Pattern for Contracts,” Columbia Law Review, Vol. 
XLIV (March, 1944), pp. 127 ff. 
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general guides adopted by the Boards in 
their original Joint Statement. Such incen- 
tives as “rewards for efficiency’ could 
hardly be applied in a purely tax statute, 
except indirectly in examining the ‘‘rea- 
sonableness”’ of deductions. 

The Board must determine not only the 
reasonableness of segregations between 
war and civilian costs but the admissible 
character of all costs in terms of a rule of 
reason (as well as costs which are inadmis- 
sible, whether reasonable or not, in terms 
of general Governmental policy). These 
problems are accounting problems, at least 
with respect to the data on which the de- 
cisions are to be reached; and, as in the 
case of the OPA, they are of a character 
which could provoke endless discussion. 
Much of this was settled, however, by the 
adoption of the total-company approach 
with heavy reliance on general financial 
statements.*’ In effect, this has meant the 
adoption of an average or total-cost ap- 
proach. In determining the “reasonable- 
ness’ of profits the Boards also adopted 
the familiar 1936-39 base-period appr ach 
of the tax statutes and the OPA.** 


As noted above, the Boards made little attempt to 
collect and analyze individual commodity costs. Greater 
emphasis is now being placed on such costs in connec- 
tion with Title VIII, which deals with “repricing”’ as dis- 
tinct from ‘“‘renegotiation.”’ 

There are other reasons why renegotiation is so 
closely related to procurement. For one thie, the mem- 
bers of the Board are appointed by the procurement 
agencies. The Board has confined itself to policy forma- 
tion, review, and coordination, the actual work being 
performed by staffs within the procurement agencies 
who normally are closely associated with procurement 
personnel. (cf. Carman Blough, “Changes in the Re- 
hegotiation Act,” Journal of Accountancy, April, 1944, 
pp. 283 ff.) Not the least of renegotiation’s contribution 
to procurement pricing has been the amassing of files of 
data extremely useful in arriving at prices. Unfor- 
tunately, there has been something of a tendency on the 
part of procurement personnel to take the average re- 
sults arrived at in renegotiation and apply them to 
particular contracts. 

* Profit is only comparable as an abstract figure or 
percentage of return. The question is, “return on 
what?” The Boards have favored return on sales, al- 
though it has been impossible to avoid considerations 
of cost and investment. The last revision of the law 
sernpe requires consideration of net worth but the 

s will nw continue to place their major 
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As in the case of OPA, American ac- 
counting has proved of such quality that 
renegotiation officials have generally been 
able to accept the figures presented to 
them without extensive audit. Again there 
is recognition of the primary responsibility 
of accounting in servicing individual man- 
agement.*® 

When the first renegotiation statute, 
Section 403 of the Sixth Supplemental Na- 
tional Defense Appropriation Act, was 
passed, the Boards drew up two basic re- 
quests for information. The first consisted 
of a preliminary letter of inquiry (1) to de- 
termine whether the contractor was sub- 
ject to or worth renegotiating and (2) to 
serve as a basis of assignment to the agency 
with the predominant interest. This letter 
requested “copies of... regularly pre- 
pared financial reports including balance 
sheets and income and surplus accounts 
for the years 1936 to 1942, . . . and a copy 
of ... [the] latest balance sheet and... 
income account or operating statement for 
the current year to the most recent date 
available.” After assignment had been 
made and further investigation decided 
upon, a second letter was sent, followed by 
a renegotiation representative who ar- 
ranged with company officials the precise 
character of the information desired. 

This approach was unsatisfactory for 
many reasons. Notwithstanding that Amer- 
ican accounting practices had proved to be 
generally reliable, American businessmen 
have been squeamish with respect to dis- 
closure practices. Much time had to be 
consumed in journeys back and forth and 
in meetings with company officials until 
enough data had been secured. With great 
numbers of officials involved, and numer- 
ous agencies, contractors might well be 
unduly burdened by unreasonable requests 

3 In fact the Board is admonished in Title VII of 
the 1943 Revenue Act that “Such costs shall be de- 


termined in accordance with the method of cost account- 
ing regularly employed by the contractor in keeping his 
books... .” 
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for information. As cases developed in 
particular agencies, some of them might 
require retransfer to another agency. In 
the absence of previously-agreed-upon 
standards, the same ground might be cov- 
ered in a different manner. Since all cases 
beyond a certain size required review in 
Washington, there was danger that any 
such case, even after tentative settlement 
in the field, might be rejected on the basis 
of inadequate information. Smaller enter- 
prises, unable to command the best ac- 
counting and legal talent, were frequently 
at a loss to determine precisely what was 
wanted and how to obtain it. Real preju- 
dice might result from the inadequate 
preparation of a case. 

To avoid these difficulties, the War De- 
partment designed two standard sets of 
forms and instructions. The first form, 
which became known as the LPI (Letter of 
Preliminary Inquiry) consisted of a re- 
quest for over-all financial data and a 
breakdown of sales by interested agencies, 
as well as certain supplementary data. This 
served the same purpose as the original let- 
ter of preliminary inquiry: preliminary 
screening and assignment.*® With the pas- 
sage of the 1943 Revenue Act, the form 
was revised and adopted as standard by 
the War Contracts Board. Filing this form 
in a satisfactory manner discharges the 
mandatory filing provision of the 1943 
statute. There are no difficult problems in 
connection with this form. It attempts to 
ease the requirements wherever possible 
by placing fairly heavy reliance on esti- 
mates. There is enough buttressing detail, 
including information on the corporate 
organization, income-tax net income, sala- 
ries, commissions, and bonuses (to check 


With the development of experience by particular 
sections in handling certain industries there has been a 
tendency to assign all the cases in the industry to that 
section rather than assign them to the agency with the 
predominant interest as measured by dollar volume of 
sales. For this reason the preliminary form called for 
product data as well as dollar sales. 
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possible profit diversions), to provide a 
general review." 

To serve as a basis of renegotiation, a 
supplementary standard form entitled 
“Contractor’s Information Form for Pur- 
poses of Renegotiation” was devised by 
the War Department. Considerably re- 
vised and with the title changed to “Con- 
tractor’s Information and Work Sheet for 
Renegotiation” these forms and instruc- 
tions have also been adopted as standards 
for supply contractors*? by the War Con- 
tracts Board. 

In addition to the form, there are cer- 
tain questions which must be answered 
and standard supporting exhibits which 
must be supplied. These cover treatment 
of affiliates (for examination of method of 
consolidation followed and for the estab- 
lishment of the arm’s-length character of 
transactions), Government financing and 


41 Similar standard forms have also been devised for 
“Agents, Brokers, and Sales Engineers” and ‘“Con- 
struction Contractors and Architect Engineers.” The 
problems and accounting techniques in these enter- 
prises require an approach differing somewhat from that 
required for supply contractors. 

Again separate supplementary forms have been 
devised for “Agents, Brokers, and Sales Engineers,” 
and for “Construction Contactors and Architect 
Engineers.” In the construction industry, with its 
peculiar characteristics, joint-venture contracts, etc., 
and with varied methods of accounting exemplified in 
the completed contract, percentage-of-completion, and 
cash bases, permission has been granted by the Board 
for renegotiation by individual contract, where appro- 
priate. This has necessitated additional forms. In princi- 
ple, however, all the forms remain the same, requiring 
disclosure of sales, breakdowns of cost of sales, segrega- 
tions of CPFF and fixed-price business, and separation 
between renegotiable and nonrenegotiable business and 
admissible and inadmissible costs. Certain other in- 
dustries such as petroleum (where the mandatory ex- 
emptions have raised many problems) and industrial 
alcohol have also required separate forms. 

A question may arise as to why it was not possible 
to use OPA Forms A and B for this purpose. A com- 

ison of the two forms will disclose that the OPA 
Seam do not obtain the many items peculiar to and 
necessary for renegotiation, such as the breakdowns be- 
tween renegotiable and nonrenegotiable business and 
admissible and inadmissible costs. Nor did it seem ad- 
visable to make numerous firms reporting to OPA and 
not subject to renegotiation undertake the burden of 
supplying this information. Moreover, the OPA reports, 
it will be remembered, are received on a recurrent basis 
while the renegotiation reports are filed only once, at 
the time renegotiation is undertaken. 
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supply of materials, commodity data, sal- 
ary data (for possibility of profit diver- 
sions),* reserve provisions, terminations 
completed or in process, subcontracting 
data, employment data, etc. 

There are several obvious things to note 
about the form. In the first place, there is 
an even heavier emphasis on the profit- 
and-loss approach, as distinguished from 
the balance-sheet approach, than in the 
case of OPA. Outside of determinations of 
return on net worth, which is required by 
law, the review of balance sheets (and sur- 
plus analyses) is very general. In the sec- 
ond place, the primary breakdowns are 
between renegotiable and nonrenegotiable 
business and admissible and inadmissible 
costs.“ Cost-plus-fixed-fee business is also 
separated out and accorded different 
treatment in view of the smaller risk in- 
volved. 

Analyses of sales and of cost of sales are 
also required as in the case of OPA. In the 
analysis of sales, as noted, the OPA has 
emphasized the commodity approach since 
its problem is primarily one of classifying 
industries on a commodity basis for pur- 
poses of tabulation. The Price Adjustment 
Boards are, however, primarily concerned 
with risk and production factors within the 
individual organization. If the concern un- 
der consideration is, for example, subcon- 
tracting most of its work and acting merely 
as a go-between for the subcontractors and 
the procurement agencies, its treatment by 
the renegotiator is likely to be quite dif- 
ferent than if it were doing most of its own 
manufacturing. As in the case of the OPA 
the analysis of cost of sales is again in sum- 
mary form by primary accounts,® rather 

“T.e., to determine the reasonableness and pro- 
priety of charges for salaries. Probably no other in- 
dividual item of cost has been subject to so many 
disallowances. 

“ The terms are used somewhat loosely here. Costs, 
such as “product advertising,” are inadmissible in the 
sense that the renegotiators will bear down more heavily 
in the examination of the propriety of these charges. 


“ The renegotiation form separates royalty expense. 
If royalty payments exceed $25,000, the amounts and 
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than by the detailed departmental ac- 
counts which many concerns keep for their 
own purposes. This, again, accords with 
the approach of an over-all reviewing 
agency not concerned with the detailed 
problems of control of individual manage- 
ment. While it is true that renegotiation 
is concerned, much more than OPA, with 
individual businesses, the primary ap- 
proach must still be relative, dependent on 
interbusiness comparisons. And the pri- 
mary concern is with broad categories of 
the ‘factors of production’’: labor, mate- 
rials, and capital. Because renegotiations 
are much more concerned with individual 
enterprises, detailed breakdowns of such 
items as “Selling and Advertising Expen- 
ses” are necessary. In addition to the dis- 
tinction between product and institutional 
advertising noted above,“ the Renegotia- 
tion authorities, since agents and brokers 
earning more than $25,000 are subject to 
the statute, must make particular investi- 
gations of “commissions paid to outsid- 
ers.” “Salaries,” under selling expense, is 
of little more interest than the same item 
included under general and administrative 
expense, although there is a presumption 
that the percentage amount on sales 
should be reduced on government busi- 
ness.“ 


the payees or payers must be detailed. The Boards are 
interested in this item not only for purposes of renegotia- 
tion and allowable costs, but under terms of the Shaw 
Act (Public Law 768, 77th Congress) the Departments 
are required to investigate both direct and indirect 
royalty payments and fix reasonable prices. This Act 
bears some similarity to Title VIII of the 1943 Revenue 
Act dealing with the repricing of war contracts. 

46 It has long been the position of the Government, as 
evidenced by Comptroller General and Court decisions 
under Revised Statute 3709, that one need not adver- 
tise to do business with his Government. Whether ad- 
vertising may result in increased sales and reduced 
prices is not generally taken into account. Cf. Clem C. 
Linnenberg, Jr. “Policies and Procedures in Federal 
Civilian Procurement,” THe AccounTING REVIEW 
(January and April, 1943, Vol. XVIII, No. 1, pp. 16-26, 
and No. 2, PP. 136-148.) ies 

47 Some broker-agents earning large commissions 
have effected agreements with their suppliers to be 
placed on a salary basis in order to evade the law. 
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As renegotiation goes forward, it will 
undoubtedly be necessary to develop cer- 
tain information in much greater detail. 
And, as will later be noted, renegotiation 
officials are now trying to place a much 
greater emphasis on commodity costs as 
part of the repricing program. 


WAR PROCUREMENT AND REPRICING 


Renegotiation began with two main ob- 
jectives: reduction of prices on individual 
contracts and recapture of excessive profits 
already realized. As a result of law and ad- 
ministration, renegotiation has tended to 
emphasize the latter function, becoming 
more of a complement to the excess-profits 
tax and thus more and more remote from 
the procurement program. This tendency 
was given definite recognition in the 1943 
Revenue Act. Title VII of that act made 
the War Contracts Price Adjustment 
Board independent of the procurement 
agencies, confined it to the recapture of 
realized profits, and eliminated, except for 
voluntary price reductions, the forward- 
pricing function. Title VIII of the same 
act, dealing with the adjustment of for- 
ward prices, makes no mention of the War 
Contracts Price Adjustment Board; in- 
stead, responsibility for repricing is fast- 
ened on the individual agency head. Re- 
negotiation, as a backward-looking proc- 
ess, and concerned primarily with the 
recapture of excessive profits already real- 
ized, can do little to furnish the economic 
pressures and incentives for decreasing 
costs and conserving time, manpower, and 
materials. In fact, because of confusion as 
to its major responsibilities, renegotiation 
has not even functioned effectively with 
respect to the recapture of profits. If re- 
capture of profits is its primary function, 
return on net worth is the first test to ap- 
ply since this is the item which business 
management endeavors to maximize. Re- 
negotiation has continued to place primary 
emphasis on return-on-sales, apparently in 
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the belief that this will provide an incep- 
tive for “‘efficient”’ production. To a consid- 
erable extent renegotiation, particularly 
after the first recapture, acts to reduce the 
incentives to management’s keeping costs 
down or effecting further cost reductions, 
Pressures and incentives for efficient pro- 
duction must generally come through for- 
ward prices. 

In addition to readjusting forward 
prices there is, of course, the problem of 
setting prices in the first instance. In pri- 
vate industry during normal times, the 
whole problem of pricing and repricing is 
solved in various ways such as yardstick 
costs, threatened construction of compet- 
ing plants, individual costs, mergers, and 
numerous other devices, not the least of 
which is the shrewd play of purchasing 


agent and salesman: that is, prices are’ 


governed through the normal operation of 
competitive processes. The Government, 
too, has utilized these various devices in 
peacetime*® even though it has probably 
relied too heavily on the competitive bid- 
ding required by Revised Statute 3709. 
What was the Government to do when 
the war program began to get under way? 
In many sections of the economy, the 
mechanics of the competitive process no 
longer afforded a guarantee of anything 
approaching reasonable prices and efficient 
production. Speed in securing materials 
was at a premium. The old method of re- 
questing bids, waiting for replies, opening 
the bids on a specified date, and making the 
award was too slow and inadequate. In ad- 
dition to immense quantities of entirely 


‘8 The TVA, for example, in its early construction 
operations was faced with a price for cement which it 
regarded as excessive. The bids obtained indicated col- 
lusion. After negotiations with the industry proved 
ineffective, the TVA threatened to build a “yardstick” 
plant. A satisfactory adjustment was then made and 
the contracts signed. Many private concerns have used 
this device successfully. For a fuller discussion of the 
yardstick concept see W. W. Cooper “The Yardstick 
for Utility Regulation,” The Journal of Political Econ- 
omy Noa 3 The University of Chicago Press, June, 
1943), Vol. LI, No. 3, pp. 258-262. 
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new items to be produced there were the 
complications of priority systems, labor 
shortages, Government financing, rapid 
delivery, patent pools, and tremendous 
yolume. To meet the situation, the First 
War Powers Act*® was passed; and Execu- 
tive Order 9001 was issued, suspending the 
competitive bidding requirement. 

The primary factors to be considered 
were production and delivery, but price 
could not be altogether ignored. For it is 
through price that the normal processes of 
allocation of resources are secured and pres- 
sure toward more efficient production is 
maintained, not to mention the important 
indirect effects of price, cost, and profit on 
the stabilization program. It would have 
been unwise to overlook the advantages of 
prices at least partially controlled. 

Throughout the war period there has 
been a good deal of confused thinking on 
the subject. Superficially, it seemed that 
Congress, through the Emergency Price 
Control Act, had provided the necessary 
mechanism.” But there were many diffi- 


Title II, Public Law 354, 77th Congress, First 
Session (1941). 

® To these have been added many other factors: the 
pressure to subcontract (primarily a small-business 
measure), the need for Government financing, the de- 
velopment of labor-shortage areas, the use of the more 
flexible concerns (to admit of more ready adaptations in 
change orders involving quantity and quality), the 
shortage of transportation, etc. Cf. Procurement Regu- 
lation 2, Paragraph 223.1 and ff., War Department 
Procurement Regulations (which consist of a loose-leaf 
series covering War Department policies on procure- 
ment). Distribution is handled by the Legal Branch, 
Office, Director of Matériel; Headquarters, Army 
Service Forces, Washington, D. C. Price is listed among 
“other factors” to be considered after policies relating 
to ability to perform and labor supply have been met. 
Cf. ibid., Paragraphs 223.7, 223.8 and 231.2. 

One of the announced purposes of the Price Con- 
trol Act is ‘‘ .. . to assure that defense appropriations 
are not dissipated by excessive prices.” Title I, Section 
1(a), Public Law 421. It was in attempting to discharge 
this responsibility that Administrator Henderson 
clashed with General Somervell. OPA finally agreed to 
withdraw from a large share of the field (covering pri- 
marily direct military items, secret contracts, etc.) 
provided the War Department gave satisfactory 
evidence that its buying was not inflationary in char- 
acter. Cf. Revised Supplementary Regulation No. 1 of 
the GMPR, OPA Service, and War Department Pro- 
curement Regulation 11, Paragraph 1131.3 ff. To ex- 
pedite price adjustments in other cases involving mili- 
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culties in this approach. OPA dealt with 
prices on an industry-wide basis, covering 
both efficient and inefficient producers. 
The procurement agencies, on the other 
hand, were negotiating individual con- 
tracts with individual enterprises. Further- 
more, OPA dealt with maximum prices, 
not market prices, and there might be a 
considerable difference between the two 
in any given case.™ 

There is no doubt that with the great 
demand for speed in procurement and the 
tremendous volume of Government buy- 
ing, the necessity for careful pricing was 
often overlooked, and enormous and un- 
expected profits were realized. In recogni- 
tion of this condition, Congress passed the 
Renegotiation Law. But rather than being 
a cure-all, renegotiation actually accentu- 
ated the tendency toward loose pricing. In 
the rush to obtain equipment and supplies, 
it was natural for procurement officers to 
regard renegotiation as an ultimate correc- 
tive which would amend errors in pricing.™ 
This was self-defeating in more ways than 
one. A loose price eased the pressure on the 
supplier in the first instance, but it proved 
to be a dangerous factor in the face of ma- 
terial, manpower, and time shortages for 
war production, and even more dangerous 


tary procurement, Procedural Regulation No. 6 was 
pod by the OPA. This provides certain procedural 
short-cuts and a standard application form requesting 
both product costs and over-all financial data. 

5 There has been, of course, an ing school 
which insists (at least with respect to procurement) that 
OPA regulations have created minimum rather than 
maximum prices thr an artificial standard below 
which suppliers could refuse to sell. This has undoubted- 
ly been true (by setting a standard against which an 
industry could “discipline” itself), but the causal ele- 
ments would be difficult to untangle in the face of the 
enormous pressures operating to drive prices up. 

53 This despite the fact that contracting officers are 
warned that renegotiation is not a substitute for eco- 
nomical buying. Ct., for example, ‘‘War Department 

imental Program for Review of Company sing 2 
issued by the Director of Matériel, which states: “War 
Department policy is firmly established on the follow- 
ing principle: (1) That fair and reasonable — are 
important to maximum production because they leave 
little room for waste but still provide incentives for 
maximum output. (2) That renegotiation will not be 
used as a substitute for fair and reasonable prices. . . . ” 
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in the face of intense inflationary pressures. 
The recapture of excessive profits by re- 
negotiation and the excess-profits tax™ 
supplied little of the needed pressures and 
incentives for cost reductions. 

One of the influences which led contrac- 
tors to demand high prices in the first in- 
stance was the large degree of uncertainty 
surrounding war production because of 
both the newness of many items and the in- 
stability of the war economy.® In estimat- 
ing prices, heavy contingencies were per- 
mitted to be added to cushion the pro- 
ducer against the possibility of loss. Some 
reduction could be achieved if insurance 
was provided against possible losses. It 
was with this point in mind that the pro- 
curement agencies have interpreted the 
First War Powers Act and Executive Or- 
der 9001 as permitting them to engage in a 
social risk-taking which would effect the 
desired price reductions. This has been 
done by the use of escalator clauses, cost- 
plus-fixed-fee contract,®® and various types 


54 A somewhat metaphysical distinction has been 
drawn between “excess” and “excessive” profits. The 
tax is supposed to recapture the former and renegotia- 
tion the latter. “Excessive” has meant profits in excess 
of those returned by the tax, and earned on direct 
and indirect military business. 

% Not to mention the doubts and uncertainties 
created by the fact that many contractors were, for the 
first time, dealing with the Government. Rightly or 
wrongly many businessmen have regarded Government 
procurement as a field to be avoided. In any event 
questions were bound toarise in their minds. For exam- 
ple, under the law of contracts, the buyer having con- 
tracted to purchase on the basis of certain specifications 
and delivery date is bound not to act in such a way as 
to hinder the supplier. Not so the Federal Government. 
The courts have consistently separated the Government 
as contractor from the Government as sovereign. Act- 
ing for the general welfare the Government may act to 
prevent performance, while the Government, as con- 
tractor, assesses penalties against the supplier for non- 
performance. Actually, however, a very liberal rule of 
reason has been applied, in the war period at least, 
through the use of such devices as the Delays-Damages 
Article. Cf. Fain & Watt, op. cit., p. 164. 

56 Cost-plus-percentage contracts, so widely used in 
the last war, were outlawed by the Congress in 1939. 
The trend is now away from escalator clauses and cost- 
plus-fixed-fee contracts. War Department policy (War 
Department Procurement Regulation 232) is to convert 
wherever possible cost-plus contracts, both construction 
and supply, to a fixed-price basis. Escalator clauses 
can be inserted only in specified cases, mostly selected 
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of “incentive” contracts: periodic repric- 
ing, target prices and target costs, adjust- 
able fees, price-minus contracts, etc.*” 
Closer examination of this bewildering 
array of contractual devices reveals that 
they are merely variants of cost-plus-a-fee 
arrangements. The Navy Department in 
one type of contract, for example, sets a 
“contract price” and a “target cost.” In 
the contract, a specified maximum price is 
set. All cost increases are included, up to 
the maximum. If costs are decreased, a 
fixed percentage (less than 100%) of these 
cost savings is deducted from the con- 


tract price. This increases the profit and. 


rewards the contractor for his savings. An- 
other variant, used by the Maritime Com- 
mission, is the cost-plus-a-fee contracts 
for emergency cargo ships. In these con- 
tracts the base fee is set in the contract 
along with delivery schedules and man- 
hour estimates. Bonuses are awarded for 
delivery ahead of schedule and for man- 
hours saved, and penalties are provided for 
delays in delivery and man-hours used 
above the estimates. The Maritime Com- 
mission ‘“‘price-minus” contracts for con- 
crete barges call for costs-plus-fees, ad- 
justed on the basis of dollar savings. In 
this type of contract appears a maximum 


raw materials, such as coal, gasoline, and lumber, and 
in transportation agreements, where the prices are 
subject to Government adjustment (War Department 
Procurement Regulations 339 and 1234.4). 

5? The British have used accountants in their war- 
procurement program to a much greater extent than is 
general here. Their system combines procurement and 
renegotiation. At the end of specified contract periods, 
production costs are audited, and after establishing 
allowances and disallowances, varying profit margins 
are set on the basis of performance. Much greater em- 
phasis is, however, placed on net worth or capital em- 
ployed. Cf. “Profits on Munition Contracts,” The 
Economist (London, November 6, 1943.), Vol. CXLV, 
No. 5228, pp. 622-624. The Canadian target-pricing 
approach is very similar, as are the American arrange- 
ments which provide for audits. A fuller discussion of 
British use of the “target principle” appears in the 
Fourth Report from the Select Committee on National 
Expenditure, House of Commmons (1940-1 Sess.) pp. 
7-10. Target-price contracts have been extensively 
employed in the production of new items. The target is 
intended as a “figure below which the contractor is 


encouraged to work.”’ 
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fee, and a basic contract cost subject to 
escalation for changes in wage and mate- 
rial-price indexes and changes in specifica- 
tions. The base fee is then increased or de- 
creased by a fixed percentage of the differ- 
ence between the adjusted estimate and 
the actual costs; penalties and bonuses are 
provided for late and early deliveries. The 
War Department has also entered into 
various adjustable-fee arrangements. In 
these contracts, described in War Depart- 
ment Procurement Regulation 341.4, costs 
are calculated on the basis of a “prelimi- 
nary” or “test” run for specified percent- 
ages of production. The contractor and 
procurement official then agree on a “tar- 
get estimate’’ for the remainder. A maxi- 
mum fee is set and the base fee is then ad- 
justed by variable percentages of the in- 
creases or decreases in cost.5® There are 
numerous other types of “incentive” con- 
tracts or “‘risk-dissipating”’ contracts, such 
as adjustable pricing, repricing, and peri- 
odic pricing contracts.®® But these are more 
closely associated with the fixed-price type 
of contract. 

Cost-plus-fixed-fee contracts have been 
described as “cost-disallowing” contracts, 
since the usual method of administering 
them consists of allowing and disallowing 
items of cost on the basis of general poli- 
cies—itself a disadvantage since the pur- 


Actually most cost-plus-fixed-fee arrangements 
work in a manner similar to these variable fee arrange- 
ments. As production goes forward, new contractual 
provisions are negotiated and the fees and prices ad- 
justed. Cost-plus-fee arrangements are not greatly 
dissimilar from the old cost-plus-percentage contracts 
when the original price is being set. The emphasis, 
however, is to avoid providing incentives for increasing 
costs which the percentage arrangements so attrac- 
tively encouraged. 

Cf. War Department Procurement Regulations 
341.1, 341.2, 351, 360.1, 360.2 and 361.1. 

For more detailed discussion of these varied types 
of contracts see Glen A. Lloyd, “Pricing in War Con- 
tracts,” Law and Contemporary Problems (Duke Uni- 
versity, Autumn, 1943), Vol. X, No. 2, pp. 248 ff. 

.. “Including, of course, reasonableness of allowable 
items. But the system of plant auditors or cost inspec- 
tors stationed at the site tends to reduce these to me- 

ical rules in which any allowable item which does 
not overstep past experience is not questioned. 
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pose of incurring costs is to “get the job 
done” and general policies may not be 
applicable in any particular instance.® At 
any rate, it is generally recognized that 
CPFF contracts are not effective as cost 
reducers within the “allowable” categor- 
ies.™ Since “‘target”’ arrangements are only 
variants of CPFF contracts (designed to 
provide, to some extent, pressures and in- 
centives for effecting cost reductions) they 
also suffer from this defect. 

There are additional deficiencies in these 
“target” arrangements since there is a 
tendency on the part of the Government 
contracting official, on the one hand, to re- 
gard the base price as only a target and not 
final in character, and for the contractor, 
on the other hand, to secure as high a “tar- 
get” as possible to cover all possible con- 
tingencies, and thus obtain larger bonuses 
when the contingencies fail to materialize. 
This has tended to produce laxness in set- 
ting the “targets,” with the result that 
most “targets” have been set too high.™ 
Various correctives have been suggested. 
For example, the target might be set on the 
basis of the costs of the most efficient pro- 
ducer. But the solution does not seem to 
lie in setting the “targets” too low. There 
would be great difficulty in negotiating 
contracts in the first instance;® if the tar- 
gets were set too low they would probably 
prove discouraging. A further alternative 
would be to set the “target” exactly right 
for each producer. But if this were done, 


® Tt is of interest to note that this is recognized in- 
directly by renegotiation. Disallowed items on CPFF 
contracts may be allowed against other business if the 
contractor can demonstrate that the expenditure was 
reasonably necessary. 

* For example, the whole area of pricing below 
(in this case allowable) costs is almost automatically 
ruled out. 

« The contractor may be rewarded for poor estimat- 
ing as well as for increased efficiency. Cf. the opinion 
of Justice Douglas on the target-price contracts entered 
into in the last war. (United States v. Bethlehem Steel 
Corp., 315 U. S. 289 [1942]). 

® Mandatory orders could, of course, be used. But 

proach would be self-defeating if widespread 
orders were necessary. 
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there would seem little reason for setting 
a “target” rather than a “firm’”’ price in the 
original instance. A firm price has many 
advantages over the target arrangement, 
including greater ease and simplicity of ad- 
ministration for both the contractor and 
the Government. 

Experience with these incentive and 
penalty arrangements and the general 
“shaking down” that has occurred have 
given further impetus to the tendency to- 
ward fixed-price contracts. But setting 
firm prices requires careful analysis and 
judgment in the first instance, since in 
most cases the possibility of ruling out er- 
rors by hindsight is eliminated.” The price 
should be close enough to penalize any lax- 
ness in production, yet not so close as to 
discourage the manufacturer. In other 
words, the manufacturer should be sub- 
jected to pressures which would force him 
to look constantly for means of reducing 
costs and increasing profits. Consistently 
applied, however, the manufacturer should 
be allowed to retain the reward for reduc- 
tions in cost that he is able to effect.” This 
provides the incentive. But setting a care- 
ful firm price requires accurate knowledge 
of how the price is built up in each specific 


% Except for renegotiation. But even in the case 
of renegotiation, inflationary pressures will eat up 
fairly rapidly any undue spread between costs and 
prices. 

§7 A first attempt in this direction has been made in 
War Department Procurement Regulations 360, 360.1, 
360.2, 360-A, and 360-A.1, which exempt such contracts, 
under certain circumstances, from renegotiation. The 
primary basis of exemption revolves around whether or 
not the manufacturer has had previous production ex- 
perience with the item in question, can supply adequate 
cost figures, and is willing to negotiate a “fair” price. 
The manufacturer is still confronted by the excess- 
profits tax. War Department Procurement Regulation 
1242 states, in part, “If a firm price exempt from statu- 
tory renegotiation during the specified period is granted, 
the contractor is expected to agree in return to a close 
price with a narrow profit margin and to rely on his 
managerial skill to increase his profit by improved 
methods and efficiency. . . . If costs are reduced in one 
period through efficiency, then when the prices are ad- 
justed for the succeeding period, the Government and 
the contractor will share the benefit of the reduced costs 
in the form of lower prices but with a higher allowed 
profit margin.” 


case, and shrewd judgment and ability in 
negotiation.® 

Two things must thus be provided: a ne- 
gotiator who can view other factors as well 
as price and an analyst who can acquaint 
the negotiator with the elements of price. 
Needless to say, talent has not been well 
developed in either of these areas, although 
a continuing effort has been in operation 
throughout the war period. The negotiat- 
ing function is performed by the contract- 
ing officer.** To accomplish the price-anal- 
ysis function, several approaches have 
been utilized. At first, cost-analysis sec- 
tions were established in the major pro- 
curement agencies and services. With the 
advent of renegotiation, these sections 
were expected to serve both renegotiation 


8 Close pricing has been viewed as an attempt to 
utilize the pricing approach in a competitive market. 
However, the theory of the competitive market assumes 
that an individual enterprise is faced with a given price 
to which it must adjust its operations. The price varies 
of course, under varying market supply-and-demand 
conditions—but the actions of the individual firm do 
not have an effect on price. The close-pricing approach 
is quite distinct from the competitive market of eco- 
nomic theory in tliat operating results for an individual 
firm will, within limits, affect price. 

There are even more fundamental differences be- 
tween the competitive market of economic theory and 
the close-pricing approach. In the theoretical market the 
pricing m ism serves to allocate factors of pro- 
duction both within and between individual concerns 
and industries. This function, so far as it is performed, 
now lies within the allocation system of the War Pro- 
duction Board, and, to some extent, the pricing mecha- 
nism of the Office of Price Administration. To attempt 
to duplicate this function through the procuring opera- 
tions would require the impossible on the part of the 
contracting officer. Recognition is given to this fact by 
the use of the competitive-bidding process when feas- 
ible. The efficiency of price as an allocating m 
judged by its effect on economic welfare, must be tem- 
pered by considerations of monopoly and monopsony. 
Moreover, standard economic analyses of price in 
competitive market ere always based on two — 
tions: operations at optimum costs and static t 
nological conditions. Removal of either of these assump- 
tions plunges the economist into the realm of economic 
dynamics: a field as yet largely unexplored. One of the 
main purposes of the close-pricing policy is to provide 
the pressures and incentives that will force lower costs, 
in part brought about by technological improvements. 

® This is a blanket term covering one individual, a 
team, review boards, award boards, etc. The War De- 
partment has made an effort to focus attention and 
responsibility for decisions on one individual who may, 
however, be required to defend his decision before a 
post-award review board. 
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and procurement. They tended, however, 
to become more and more attached to re- 
negotiation.” In the course of time other 
approaches were adopted. The War De- 
partment is attempting to install price 
analysts or price administrators in each 
procurement service,”* under the func- 
tional supervision of an Assistant Director 
for Price who also formulates general 
policy and reviews all contract proposals 
above a certain size.” The Navy main- 
tains a somewhat similar organization 
centered in the Office of the Undersecre- 
tary, Office of Production and Matériel. 
Treasury Procurement Service, with a 
much smaller buying staff, maintains a 
price-analysis section provided by the 
Procurement Policy Division of the War 
Production Board. War Food Administra- 
tion has centered this function in the En- 
forcement Division where it maintains a 
staff of skilled accountants and commodity 
experts.” 

As in the case of price control and rene- 


% However, the data and experience provided by 
renegotiation have been extremely useful in procure- 
ment. 
™ Cf. War Department Procurement Regulation 
265, “Coordination—Each technical service may de- 
termine the form of organization necessary to perform 
the foregoing [pricing] functions within its service and 
to obtain their essential coordination and their inte- 
gration with procurement. Thus, in its discretion, a 
technical service may combine these functions in a 
single agency or assign them to several separate agen- 
cies. Because these various price functions are so closely 
related, however, it is recommended that even where 
they are performed by several agencies in any service, 
all of them should be Coondiantel and integrated under 
a single head. Such an agency should supervise within 
the service all functions relating to contract clearance, 
negotiation aids, price analysis and supervision, liaison 
with the Office of Price Administration, renegotiation 
and price adjustment, and price research. This policy 
has been followed in Headquarters, Army Service 
Forces, by the creation within the Purchases Division of 
an Assistant Director for Price responsible for super- 
vising all of these functions. Creation of a similar 
agency in each service will facilitate coordination and 
cooperation between Headquarters and the Services.” 

™ $5,000,000. This office also “spot-checks” con- 
tracts below this size to gauge the adequacy of buying 
procedures in any Service or Office. 

® Similar functions or organizations do not seem to 
have been given recognition in the Maritime Commis- 
a or Reconstruction Finance Corporation subsi- 

aries. 
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gotiation, major reliance is placed on ac- 
counting data in reaching decisions. Since 
procurement officials are primarily con- 
cerned with particular production orders 
they have tended to focus their attention 
on cost data. In general, average costs re- 
ceive the most attention although differ- 
ential costs or combinations of average 
and differential costs may be utilized in 
any particular procurement. To obtain 
these data a standard procurement form 
was devised for use within the War De- 
partment, and variants of this form are 
now employed by the Navy Department, 
War Food Administration, and Treasury 
Procurement Service. 

Various technical services and their dis- 
trict procurement offices in the War De- 
partment have different arrangements in 
accordance with the procurement direc- 
tive noted above. Typically, when the 
bid forms are received they are turned 
over to the price analyst, who prepares 
working-paper comparisons. The prices are 
first arrayed from lowest to highest, and 
under each the cost breakdowns are 
spread. Significant items are drawn to the 
attention of the procurement officer, and 
an analysis is prepared and summarized in 
a memorandum of recommendation. With 
these factors in mind, plus whatever tech- 
nical knowledge and additional back- 
ground material is at his disposal, the con- 
tracting officer proceeds to negotiate the 
contract. 

How are these analyses made? Price is 
not a simple concept under the circum- 
stances of war production. The raw data 
must be supplemented by known price 
trends, correlations with volume varia- 
tions, and other background material.”® 
But much remains to be done. A low price 


7% See footnote 71. 

% Price series on selected items will frequently be 
maintained by the various technical services. In addi- 
tion, the Division, Headquarters, Arm 
to the Services periodically. 
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may be coupled with a request for special 
contract provisions. The contractor may 
operate a Government-owned plant and 
quote a lower price than his competitors.” 
Subsequent adjustment may reveal that 
his price is actually higher than those of 
other bidders. Some contractors may de- 
mand free-issue material, or Government 
financing, large advances, etc., while other 
contractors do not. Even such a simple 
matter as title to the scrap must be taken 
into account before the prices can be put 
on a comparable basis. 

It is important to see how the price is 
built up, in order to observe the relation- 
ship of its several elements. The cost 
breakdown on the standard procurement 
form, which discloses the contractor’s esti- 
mate of his costs, provides a method by 
which this can be done. Buying ahead in 
uncertain times, the contractor may have 
to allow a considerable amount for con- 
tingencies. This item is usually called to 
the contracting officer’s attention as a pos- 
sibility for negotiation. The contracting 
officer may offer to write a clause in the 
contract which will provide appropriate 
adjustment if the contingencies develop, 
provided the contractor agrees to remove 
this estimated expense from his quoted 
price.” 

But the cost breakdown provides merely 

% This brings in the whole question of the economies 
or fixed or sunk costs. Having sunk a sizeable invest- 
ment in this plant, it might seem wise for the Govern- 
ment to induce, as far as possible, full utilization. But 
viewed in terms of the entire economy, should the 
fixed cost on Government-owned plant be treated any 
differently from the cost sunk in privately owned plant? 
Should the Government let the contract to the lowest 
price bidder, although the plant management is less 
efficient as shown by its direct expenses, materials and 
labor being tight? Even if the Government should view 
itself as a profit-maximizing (or loss-minimizing) insti- 
tution, such an approach would overlook the long view, 
which may frequently be reasonably short, especially 
in the case of scrambled or highly speciali plant. 
Adjusting the price may actually place enough pressure 
on the management to force improvements. Morale 
factors must also be taken into account in terms of the 
effect on other contractors of such an award. 
™ For an excellent discussion of various approaches 


used in eliminating or reducing such contingency allow- 
ances see Glen A. Lloyd op. ost., Law and Contemporary 
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projected estimates. Accurate estimates 
for production and delivery in the distant 
future are difficult. The contractor usually 
tries to be fairly ‘conservative’ in his esti- 
mates, and the “cushions’’ added to his 
cost elements are, in effect, further provi- 
sions for contingencies. To obtain access 
to these items, some basis of comparison 
must be utilized. This is provided by a 
comparison on the standard procurement 
form with cost experienced on a similar 
item’* and by comparisons with other bid 
proposals.”® If there are significant in- 
creases in the estimate or significant de- 
partures on particular items in compari- 
son with the other bid proposals, the con- 
tracting officer may request the contractor 
for explanations or justifications. 

There are many other questions besides 
contingencies to be dealt with. The con- 
tractor may be paying higher prices for his 
materials or subassemblies. Comparative 
analysis may disclose this and when it is 
brought to the contractor’s attention, he 
may adjust his buying practices and be in 
a position to offer substantial reductions in 
price. 

From the data appearing in the stand- 
ard procurement form or renegotiation files 
dealing with over-all! financial data a basis 
may be obtained for testing the propriety 
of such prorated or mixed items as depre- 
ciation and selling, general and adminis- 
trative expenses. These -sequire careful 
analysis and supplementary data must 
often be secured. If the contractor is fol- 
lowing a distribution formula based on 


Problems. Mr. Lloyd as Assistant Director for Pricin 
in the War Department formulated and administer 
many of these policies. 

78 Historical costs, as nearly as possible. Standard 
costs which are themselves po estimates will not ordi- 
narily prove satisfactory unless adjusted to actual 
costs based on experience. As a further safeguard, to 
eliminate high starting costs, the manufacturer is re- 
quired to disclose the stage of production at which the 
costs are computed. 

7 Throughout all of these negotiations and analyses, 
the War Department price analysts and negotiators 
will, of course, draw on other background factors in- 
cluding their own experience. 
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normal or peacetime operations, and is 
now producing widely different types of 
products or operating under conditions of 
greatly expanded volume, the result may 
be overabsorption. Intercompany com- 
parisons may prove useful, although lim- 
ited by wide variations in distribution 
formulas and definitions, but a review of 
the bidder’s accounting methods may be of 
greater value, especially if the contract is 
to cover any substantial portion of future 
output. A renegotiation file, with its elabo- 
rate data on accounting methods, defini- 
tions, valuation, and prorating formulas 
will be most helpful. All these sources pro- 
vide bases for questions and negotiations. 

Alternative and supplementary tech- 
niques such as ‘“‘yardstick”’ costs and prices 
are also used. The Quartermaster Corps 
and War Food Administration maintain 
a staff of accountants who make intensive 
studies of selected samples of contractors 
and other manufacturers. These data are 
analyzed and made available to procure- 
ment officers as reference material. Or, ac- 
countants may be sent into the contrac- 
tor’s plant to obtain further material. One 
approach to yardstick data is that used by 
the Signal Corps. An efficient plant will be 
subjected to intensive engineering and ac- 
counting study; an understanding of its 
operations may provide valuable data and 
guides for suggestions to other contractors. 
In other cases, Government-owned or 
-operated plant such as the “‘cut-make-and- 
trim factory” maintained at the Philadel- 
phia Quartermaster Depot may furnish 
useful “yardstick” information. 

Most of these techniques are directed 
toward the prime contractor. Dealing with 
subcontractors is more difficult. To a con- 
siderable extent, the Government must de- 
pend on the contractors to do a good job 
of buying.*' To attempt to reach the 


* If the company has cost-plus contracts, additional 
data and advice may also be secured from the procure- 
ment agency’s resident cost auditors. 

" From “Closer Pricing” in Business Week, February 
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numerous levels of subcontractors, con- 
tract by contract, would require a ponder- 
ous machinery and an endless round of 
paper work. Part of the job is accomplished 
by “educating” the prime contractors 
through normal contacts, advisory com- 
mittees, articles, and schools. Another part 
of the job is accomplished through renego- 
tiation, but this has the deficiencies noted 
in the previous section. There are various 
other techniques, none of them satisfac- 
tory. Auditors sent by the prime con- 
tractor or by the Government may review 
the subcontractor’s operations and reduc- 
tions may be effected. But to do a thor- 
ough job would require an army of audi- 
tors. Title VIII of the 1943 Revenue Act 
offers interesting possibilities in this direc- 
tion. 

Spare parts and repair parts create other 
problems. Manufacturers may sell a par- 
ticular item at a greatly reduced profit, or 
at a loss, intending to compensate for this 
price by the larger profits on subsequent 
orders of parts for spares and repairs. If 
these parts are specialized enough the 
manufacturer obtains a monopoly posi- 
tion. Often these items are not a part of 
the original order or proposal and are thus 
not subject to the same free negotiation as 
the original contract. Even where they are 
a part of the original contract, the items 
may be so numerous as to defy careful 
analysis and negotiation within reasonable 
limits of time. 

A somewhat similar problem, from the 
administrative point of view, is presented 
by change orders which so frequently occur 
during the life of the contract. These may 
range from changes in specifications, con- 
tractual arrangements, or delivery sched- 
ules to new methods of financing and price 
changes. In many cases the original nego- 
tiation both in terms of the item purchased 


26, 1944, p. 22, some idea of the importance of this 
problem a | be gained: “A recent study . . . showed 
the 


that 51% rime contractor’s dollar was passed 
along the subs 
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and the agreed price become almost mean- 
ingless before the contract approaches 
completion. No wholly satisfactory meth- 
od of approaching this problem has been 
devised. Obviously the submission of cost 
breakdowns and new negotiations on each 
change order would place an impossible 
load on both the contractor and the Gov- 
ernment. One solution employed is to ac- 
cumulate change orders until they reach a 
significant amount, at which time an en- 
gineering study is made, cost figures are 
obtained, and a new negotiation under- 
taken. 

With the revision of the renegotiation 
statute in the 1943 Revenue Act,® the for- 
ward-pricing function in all except cases 
of voluntary agreements was taken away 
from the War Contracts Price Adjustment 
Board and specifically delegated, under 
Title VIII, to the Secretary in charge of 
each of the procuring agencies mentioned 
in the Renegotiation statute. Under Sec- 
tion 801(b) of Title VIII, the Secretary is 
required to investigate prices paid, di- 
rectly or indirectly, and to determine 
whether they are fair and reasonable. In 
the words of the statute, “When the Secre- 
tary of a Department deems that the price 
of any article or service of any kind, which 
is required by his Department or directly 
or indirectly required, furnished, or offered 
in connection with, or as a part of, the per- 
formance or procurement of any contract 
with his Department or of a subcontract 
thereunder, is unreasonable or unfair, the 
Secretary may require the person furnish- 
ing or offering to furnish such article or 
service to negotiate to fix a fair and reason- 
able price therefor. If such person refuses 
to agree to a price for such article or service 
which the Secretary considers fair and 
reasonable, the Secretary by order may fix 
the price payable to such person for fur- 
nishing such article or service after the ef- 
fective date of the order, whether under 


® Public Law 235, 78th Congress, 2nd Session. 
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existing agreements or otherwise. The 
order may prescribe the period during 
which the price so fixed shall be effective 
and such other terms and conditions as the 
Secretary deems appropriate.’”® 

These powers are sweeping.™ And, in 
Section 801(f), ‘““Every purchase order or 
agreement, or contract to make or furnish 
any article or service of any kind, which is 
required by a Department or directly or 
indirectly required, furnished, or offered in 
connection with, or as a part of, the per- 
formance or procurement of any contract 
with such Department or of any subcon- 
tract thereunder, shall, if made thirty days 
or more after the date of the enactment of 
this Act, be deemed to contain a provision 
under which the person making or furnish- 
ing such article or service agrees that not- 
withstanding other provisions of the pur- 
chase order, agreement, or contract, he 
shall be entitled to receive for such article 
or service only the fair and just compensa- 
tion provided for in subsection (c).”’ This 
provision affects every contract now being 
negotiated by any of the Departments. 

No standards for determining prices are 
stated in the statute; neither costs nor 
profits are mentioned. A price can be deter- 
mined fair and reasonable without refer- 

% Sec. 801(d) states that ‘“‘Whenever any person 
refuses, or wilfully fails to furnish any such articles or 
services at the price fixed by an order of the Secre 
in accordance with this section, the President 
have power to take immediate possession of the plant 
or plants of such nm and to operate them in ac- 
cordance with Section 9 of the Selective Training and 
Service Act of 1940, as amended.” 

* Section 801(c) gives the contractor the right to sue 
for recovery in any appropriate court, within six month 
after the Secretary’s order is issued. If such suit is insti- 
tuted, a recapture clause provides that “... if the 
prices so fixed by the order are found to exceed fair and 
just compensation for such articles and services, such 

rson shall be liable to the United States in such suit, 
or the amount of this excess.” As a practical matter, 
however, these powers and penalties are not significant. 
The Government will not only be the most important 
source of business for many contractors, a potent 
psychological and practical weapon, but will also have 
at its command almost unlimited resources with which 
to fight any suit. Fearing possible loss of substantial 
amounts of business and unfavorable publicity, most 
contractors will not be eager to rush into long and ex- 
pensive court proceedings as a means of recovery. 
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ence to either of these factors. «in ineffi- 
cent producer, for example, can be told 
that his prices are unreasonable in compar- 
ison with other firms and his price may be 
adjusted accordingly, perhaps below cost.™ 
And, since Congress envisioned Title VIII 
as a substitute for, and successor to, rene- 
gotiation, there is no definite time or size 
limit specified as is true in renegotiation.” 

Even if the Departments utilize con- 
cepts of cost and profit in their approach, 
as they certainly must, there are further 
dangers. Given the dispa~ate character of 
the various services and agencies and the 
multitude of contracts held by typical 
business organizations, Government audi- 
tors may examine profitable contracts only 
and ignore the unprofitable ones, with the 
result that prices are reduced on the profit- 
able contracts without compensating ad- 
justments of unprofitable ones. Termina- 
tions (with their effect on overhead distri- 
butions) and renegotiation, make the 
prospects even less inviting. 

Fortunately, steps are being taken to 
avoid these dangers, at least in the two 
main contracting agencies.*’ Although 
their programs are much different, they 
have at least one point in common: negoti- 
ation, rather than the use of the arbitrary 
powers of the statute.** This is in recogni- 
tion of the same limitations as those apply- 
ing to mandatory orders. Maximum pro- 
duction and efficiency cannot be achieved 
by the use of arbitrary powers and deci- 

In the case of a relatively efficient producer the 
Department may use a differential costing approach 
and rule out depreciation or overhead. 

% Section 802(b) provides: “Section 801 shall not 
apply to any contract with a Department or any sub- 
contract made after the date proclaimed by the Presi- 
dent as the date of the termination of hostilities in the 
present war or the date specified in a concurrent resolu- 
tion of the two Houses of Congress as the date of such 
termination, whichever is the earlier.” 

8? The War and Navy Departments. 

% Army Service Forces Circular No. 207, “Review 
of company prices and pricing policies,” specifically 
provides as one of its major objectives: “To reduce the 
number of cases requiring repricing under Title VIII 
of the Revenue Act of 1943 by stimulating necessary im- 


provements in the pricing and pricing practices of many 
prime and subcontractors.”? 
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sions, at ‘east under a system which dele- 
gates administrative powers for production 
to the manufacturer. Any other approach 
would probably involve Government op- 
eration of large segments of the economy, 
a development that would almost certainly 
result in great losses from the lack of 


‘managerial “know how” and from the ef- 


fect on general morale. It is possible to 
order a man to perform a particular task; 
but it is quite a different matter to order 
him to do it well, particularly if he regards 
the order as capricious, harmful, or use- 
less, and he has no immediate gain to him- 
self arising out of it. 

Continued use of negotiation is predi- 
cated on the fact that it will work at least 
as well as other approaches. This requires 
skilled judgment based on adequate factual 
information. 

Voluntary negotiations between two 
parties with different backgrounds and in- 
terests are not likely to prove successful 
unless agreement can first be reached as to 
the objectives to be secured and the rele- 
vant facts to be considered. The objectives 
have already been defined by the statute: 
“fair and reasonable prices.”” What then 
are the relevant facts for determining such 
prices? Since costs and profits are to be 
prime determinants, accounting data will 
loom large in presenting the factual pic- 
ture around which the negotiations re- 
volve.®® 

There are two broad categories of ac- 
counting data—general financial informa- 
tion and product or unit costs— which in 

8° No quarrel can be had with “fair and reasonable” 
as applied to prices, but controversies are bound to 
continue as to what constitutes “fair and reasonable.” 
If agreement can be secured on the relevant facts, the 
details of the ent then usually follow with sur- 
prising ease. Whatever the shortcomings of accounting 
may be, it has performed this function with remarkable 
efficacy throughout the war program: price control, 
procurement, renegotiation, and =. Because of 
the arbitrariness of cost accounting, however, the 
process of obtaining agreement on unit costs is some- 
what more difficult than when only general financial 
statements are involved. Despite the arbitrary nature 
of many unit costs, it is generally easier first to obtain 
agreement on “the cost” than to work directly at price. 
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turn (if either is used exclusively) fairly 
well define the objectives to be attained. 
If general financial information is used 
alone, the objective almost inevitably be- 
comes one of eliminating or preventing ex- 
cessive profits. This is true because the 
only substantial area of analysis revolves 
around the total-company financial pic- 
ture and, unless the contractor is ill-man- 
aged, it is exceedingly difficult to examine 
the production picture for specific com- 
modities. If only unit-cost figures are used 
the objective quickly becomes one of cost 
(and price) reduction on specific commodi- 
ties. This may seem strange, since profit is 
usually an element of commodity price, 
until one realizes the difficulty of tying 
unit profits and costs into the over-all pic- 
ture. For example, the adjustment of unit 
profits with respect to net worth cannot 
easily be made. Even over-all rates of re- 
turn on total cost or sales are exceedingly 
difficult to predict and frequently over a 
period of operation the prediction is com- 
pletely upset by actual results. This is 
equally true of the components of cost, 
whether manufacturing or administrative. 
Nonoperating revenues and expenses are 
even more difficult to deal with, although 
usually apparent in over-all financial state- 
ments. Neither the War nor the Navy De- 
partment uses either approach exclusively 
but the Navy Department gives greater 
emphasis to the financial-statement ap- 
proach while the War Department leans 
more heavily on the product or commodity 
cost-approach. 

To discharge its responsibilities under 
Title VIII, the Navy Department has set 
up a Price Revision Division in the Office 
of Procurement and Matériel. Although no 
prescribed form is used, this office collects 
quarterly financial statements from se- 
lected prime contractors and subcon- 
tractors which have been called to its 
attention, usually by Navy Procurement 
or renegotiation officials. These statements 


are analyzed and compared with cost and 
profit ratios available from the renegotia- 
tion files and elsewhere. Profit is not the 
only item scrutinized but it is certainly one 
of the most important. In fact, the con- 
tractors called to the attention of the Price 
Revision Division are usually those which 
are believed to be realizing “excessive” 
profits. 

Thus the Navy Department seems to 
have viewed price revision as an adjunct 
to (and ultimately a substitute for) rene- 
gotiation. As renegotiation goes forward, 
for example, and recapture is made, the 
Price Revision Division negotiates with 
the contractor to prevent future realiza- 
tion of “excessive” profits by adjusting 
forward prices. When renegotiation dis- 
appears the Navy apparently intends to 
handle the entire problem by the forward- 
price-profit-revision approach, which seems 
to be nothing more than renegotiation 
with the emphasis changed from recap- 
ture to forward-price adjustment. The 
Navy program may thus be expected to 
suffer from most if not all of the defects 
ascribed to renegotiation. With the Gov- 
ernment constantly eyeing his profit pic- 
ture, the manufacturer has little economic 
incentive to engage vigorously in cost re- 


duction.” 


% Of course the Navy will attempt to differentiate 
between the rewards allowed to efficient and inefficient 
producers, as has been done in renegotiation. The ex- 
tent to which this has been accomplished is not sus- 
ceptible of statistical verification, particularly when 
factors such as “contribution to the war effort” and 
other imponderables are involved. But it will not be an 
easy task to convince a manufacturer confronted with 
the prospect of reduced profits that his efficiency has 
been or will be fully rewarded. 

It is probably unnecessary to note that there is no 
dollar-sale limitation in price revision. Contractors not 
subject to renegotiation can thus be brought in. But asa 
practical matter the Navy will undoubtedly concentrate 
first on its most important prime contractors and sub- 
contractors and thus cover relatively few cases which 
are not subject to renegotiation. Like the renegotiation 
files, the data collected by the Price Revision Division 
are valuable in negotiating new procurements, particu- 
larly in checking Saket spreads, and administrative 
and selling costs. 

The Navy Department, as compared with the War 
Department, places much greater reliance on the sub- 
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The War Department has evolved a 
much more ambitious program known as 
the ‘company pricing program.” As out- 
lined in Army Service Forces Circular No. 
207, “Review of company prices and pric- 
ing policies,” the program envisions a 
combination of accounting, management, 
and engineering surveys of various prime 
contractors and subcontractors. The en- 
gineering and management surveys in- 
volve careful examination of the com- 
pany’s purchasing and production meth- 
ods,“ and include a consideration of the 
possibility of simplifying production by 
placing orders for fewer types of items in 
the same plant. 

In great part the company-pricing pro- 
gram revolves around the use of account- 
ing information. No special forms have 


jective experience and judgment of its procurement 
officers. The Army with its larger and more decentral- 
ized program has had to provide more elaborate guides 
to its officers, including guides to the facts on which 
judgment should be based. 

® During the war many companies eased their con- 
trols over their purchasing methods in the interest of 
“getting the job done.” The approach here involves 
obtaining comparative prices from major suppliers in 
order to analyze the effectiveness of the company’s 
buying. These may be compared with prices paid for the 
same materials by other purchasers: in some cases even 
the total company and commodity profits of the sup- 
plier may be analyzed. These reviews are, of course 
coupled with an analysis of the purchasing policies and 
controls of the manufacturer. 

Simultaneously, the production techniques and con- 
tract provisions under which the contractor works are 
examined. The examination of the contract may disclose 
that substantial contingency allowances may be 
eliminated or reduced by writing different contract 
provisions. Changes in specifications, time schedules, 
or quantities purchased may also prove effective in ob- 
taining cost and hence price reductions. Heavy em- 
phasis is placed on obtaining company suggestions for 
effecting these changes. What can be accomplished by 
careful scheduling is illustrated by the following ex- 
amples cited in the memorandum on company pricing: 
“For many items, especially spare parts, considerable 
reductions in cost may be obtained through adequate 
scheduling. If the production of a spare part requires 
tearing down one line and setting up another, the cost 
of producing a few parts—in terms of dollars, "A 
materials, and use of capacity—may be very high... . 
For example, one company produced some valves at a 
price of $8, making a liberal profit. A few months later 
it received $33 for producing the same number of valves 
and suffered a loss. It tied the first order up with the 
production of a much larger order, but had to set up new 
lines to make a few valves under the second order.” 
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been provided, since the program involves 
field examination and review of the con- 
tractor’s accounting system, policies, and 
results. But general procedures delimiting 
the scope of investigation have been de- 
vised. Both over-all financial data and cost 
statements are used, but the latter receive 
heavier emphasis.” 

Rather than examine and adjust one 
contract at a time, the program wisely rec- 
ognizes the interrelated character of costs 
and production. The contractor’s entire 
operations are surveyed and detailed 
analyses of the cost of the more important 
items are made*—including comparisons 
of cost details with other manufacturers 
of similar items. But the process does not 
stop here. Costs are not taken for granted. 
The company’s entire cost system and 
accounting policies are reviewed. If out- 
dated standard costs have been employed, 
or if the method of spreading overhead was 
set when entirely different volume factors 
were at work, the system and methods of 
proration are adjusted in consultation with 
the management, and the costs recalcu- 
lated. For integrated companies, the sys- 
tem of pricing between divisions is investi- 
gated to determine whether adjustments in. 
these policies are desirable. Further areas 

% A program for coordination with renegotiation is 
also provided. Even in renegotiation, repricing or for- 
ward pricing, according to the circular, will be cones 
in advance of recapture. This has two purposes: “The 
poco an action before the damage is done 

iveries at improper prices, on account 
of the long lag between the end of the period covered by 
the renegotiation and the signing of renegotiation 
——- for that period. The second is the beginning 

a relationship which will lead up to the renegotiation 
with a better understanding by both parties of the 
other’s problems and of the true objectives sought to be 
accomplished” (Army Service Forces Circular 207). 
Psychologically this seems sound enough. It should gen- 
erally be easier to effect cost disallowances and recap- 
tures by first examining the causes, through compara- 


tive price and cost yses, than to work back from 
the “excessive” profit or cost and then establish the 


causes. 

% Following breakdowns similar to those used in the 
standard procurement form. The factors covered in- 
clude materials, parts and services, 
labor, factory overhead, engineering and tooling, and 
general and administrative expenses. 
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of discussion and adjustment may be in- 
dicated from the engineering and manage- 
ment studies. If, for example, study of the 
company’s purchasing methods and prices 
paid to subcontractors and suppliers indi- 
cates that they are badly out of line, these 
factors will also be taken into account in 
analyzing the company’s costs and prices. 

When agreement has been reached on 
the facts to be considered, formal or in- 
formal agreements on action to be taken 
may then be negotiated with company 
representatives. The informal agreements 
(usually written memoranda or letters ex- 
changed between the contractor and the 
Government) cover such items as agree- 
ments on present or future prices and price 
policies, factual presentation of the com- 
pany’s operations (nature of the work per- 
formed, degree of integration, subcontract- 
ing patterns, type of work, special skills, 
etc.), agreements to improve the cost sys- 
tem™ or to supply cost information (in- 
cluding agreement on the treatment of 


% The following quotation from the circular will 
illustrate the importance of adequate costing in the 
War Department’s view: “Because of the poor condition 
of a large number of cost systems, adequate price 
analysis has been difficult in many negotiations. When 
neither the representative of the company nor the pro- 
curement officer have a sufficient basis for understand- 
ing the available cost information, price analysis be- 
comes an uncertain procedure for both parties. For 
example, one company which expanded enormously 
operated a standard-cost-accounting system; some 
standard costs had been set in 1939 while others were 
developed at various times since then; variations from 
standards were developed through over-all comparisons 
of the total standard costs assigned to current pro- 
duction and total expenses; as a result, a standard cost 
which was set the week before was corrected for varia- 
tions which were due in part to the fact that 1939 
standards were out of date. In addition to the applica- 
tion of general variations from standard costs the 
company added allowances for several future cost in- 
creases because of labor turnover; however, the past 
labor turnover had been reflected in the variations 
themselves. In that case, an informal review of thesitua- 
tion showed the company officials that neither the com- 
pany nor the Government could evaluate proposed 
prices and that the company had lost many of its con- 
trols over costs. Since the poor state of its cost system 
was disadvantageous to both parties, the company is 
revising and improving it. As a result, certain prices 
have been greatly reduced and other reductions are 
expected. It is apparent that in such cases an informal 
agreement to improve the cost system may be far more 
productive than a specific contract on company prices.” 
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costs), and improvements in the com- 
pany’s purchasing practices. 

Whenever possible formal agreements 
are reached covering present or future price 
reductions. These may specify revised 
prices to be placed into effect immedi- 
ately or at a future date or they may take 
the form of a general formula arrange- 
ment. One formula arrangement consists 
of an agreement to meet the price of the 
lowest-priced competitor producing the 
same or substantially similar items (in the 
latter case the contractor may require the 
Government to produce satisfactory evi- 
dence to establish such competitive prices). 
Other variants consist of discount adjust- 
ment articles (which take the form of per- 
centage or absolute rebates to the Govern- 
ment) or articles on reductions in prices 
paid to subcontractors. The latter two 
categories are of some interest, particu- 
larly in dealing with subcontractors. The 
subcontractor may, for example, agree 
that its prices are out of line on the basis of 
present volume and production factors. 
But it may be unwilling to reduce prices to 
higher-tier subcontractors or prime con- 
tractors in view of the possible effect such 
reductions may have on its postwar sales 
prices to these or other customers. The dis- 
count arrangement presents a possible 
solution. The subcontractor can continue 
to supply goods or services to private pur- 
chasers at present prices and the reduc- 
tions effected in the form of rebates to the 
Government. 

Although the company-pricing program 
offers a possible solution to the question 
of pricing for subcontractors, the problem 
is not without complications. The article 
on reductions in prices paid to subcon- 
tractors offers a possibility when a simple 


% The rebate arrangement has been confined lar; 
to cases in which the subcontractor is supplying su 
articles as machinery which enter only indirectly into 
production—situations where it would be difficult to 
determine how much of the reduction in price should be 
passed on to the Government by the prime contractor. 
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rime and subcontractor relationship is 
involved. In effect the article merely sets 
up a mechanism by which the prime con- 
tractor will reduce his prices to the Gov- 
ernment in accordance with the reductions 
in price effective at the subcontractor 
level. When lower tiers of subcontractors 
must be considered, the problem becomes 
much more complicated. In some cases the 
discount article may be used; in others the 
article on reductions in prices paid to sub- 
contractors may prove applicable; but in a 
good many cases nothing more will be pos- 
sible than to effect reductions in price at 
the subcontractor level and hope that the 
reductions in price will be passed on 
through higher tiers to the Government. 
The company-pricing program and Title 
VIII also offer a technique for dealing 
with the problem of spare parts and de- 
velopmental contracts. With respect to 
spare parts the whole production program 
of the company will be reviewed at one 
time. If the manufacturer has been selling 
the major item in order to secure a monop- 
oly position with respect to spare and re- 
pair parts, appropriate adjustment can be 
made “across the board,” perhaps by in- 
creasing the price of the major item and 
reducing the price of the spares.** Com- 
pany policy with respect to developmental 
items can also be carefully reviewed. The 
article on price policies for developmental 
items ties the program closely into War 
Department Procurement Regulation 
341.2. The primary emphasis of the pro- 
curement regulation is on cost estimates 
which are later stabilized through trial 
Ttuns and submission of cost experience to 
be used as a basis for price revision. In 
addition, the article provides for rebates 
to the Government in the event of over- 
estimates, or upward adjustments of price 
for underestimates. The company-pricing 


%* The problem of spare and repair parts obviously 
becomes of increasing importance as the war and pro- 
Curement programs progress. 
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program can also examine past develop- 
mental costs to determine whether or not 
excessive or duplicate charges are being 
made against the Government. War De- 
partment Procurement Regulation 341.2, 
through its provision for upward and down- 
ward price adjustment as well as backward 
and forward arrangements, provides a basis 
for the elimination of contingency factors. 
Accordingly, costing and repricing over 
specific blocks of production also provide a 
possibility for close pricing during limited 
periods as well as the possibility for deter- 
mining final prices which may provide a 
more satisfactory criterion for prices in 
subsequent purchases. 

Conceptually the War Department’s 
program is far in advance of that of any 
of the other procurement agencies. But if 
a thorough job is to be done, elaborate 
procedures and a large staff of skilled per- 
sonnel will be required. There are, how- 
ever, several possibilities for simplifying 
the program. The War Department may, 
for example, select only strategically lo- 
cated or important contractors and sub- 
contractors and do a thorough job on 
them rather than attempt to cover the 
entire field with only a superficial study of 
each company. The present War Depart- 
ment program envisions this selective ap- 
proach and is already making considerable 
progress. Improvement in the purchasing 
policies of a large and important prime 
contractor can, of course, have widespread 
ramifications. 

To be consistent with the pressure-and- 
incentive approach of the close-pricing 
program, provision should be made for the 
manufacturer to retain the reward which 
he earns by cutting costs. To a certain ex- 
tent this may be done by recognizing and 
rewarding efficiency in setting or revising 
prices. There seems to be no reason why 
the contractor should not be exempted 
from renegotiation, if he has adjusted his 
policies in accordance with the close-pric- 


| 
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ing program. This plays on the incentive 
aspect of the program. Provision for such 
arrangement is made in Section 4 of War 
Department Procurement Regulations 
1200 and 360.1 and 360.2. While these 
regulations were drafted with single con- 
tracts in mind, they could be extended to 
the company-pricing program. In essence, 
these regulations provide for the setting 
of close prices and the supplying of cost 
information initially and at periodic in- 
tervals. This is not, however, a thorough- 
going approach, since prices will be re- 
adjusted only after the receipt of periodic 
reports, but cost reductions will be re- 
warded by increasing the profit margin. 
Unfortunately, a formidable mechanism of 
clearance with the Director of the Pur- 
chases Division of the Army Service 
Forces is required before these provisions 
can be applied in specific instances. 

In addition to the difficult administra- 
tive problems attaching to the company- 
pricing program, such problems as coor- 
dination with renegotiation and with other 
services and agencies are also involved. 
Army Service Forces Circular No. 207 
provides procedures for achieving such co- 
ordination. The companies to be investi- 
gated are divided into Class A and Class 
B companies. Class A companies are those 
being subjected to renegotiation where pre- 
liminary reviews indicate that they have 
made excessive profits, have charged un- 
reasonable prices, or have deficiencies in 
their pricing policies.” 

Class B companies are those which have 
been selected by the procurement services 
for study and negotiation. In these cases 
~~ Tn general, the factors governing all selections, ac- 
cording to the Circular are: 

“(1) The company’s contractual relations with the 


Government or its prime contractors are unsatisfactory, 
or 

“(2) The company’s prices or pricing policy or costs 
are believed to be out of line, or 

“(3) The company has made exorbitant profits, or 

“(4) The company’s major subcontractors have 
made exorbitant profits, or 

“(S) The company has requested special considera- 
tion of its problems.” 
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coordination is achieved through the Office 
of the Director of Purchases, Army Service 
Forces, who assumes the responsibility for 
clearances with other services and agen- 
cies. Progress reports and lists are circu 
lated throughout the services and central 
files are maintained in the Office of the 
Director of Purchases and in each service, 
and each service is required to appoint an 
official who has charge of its repricing pro- 
gram and who is responsible for securing 
clearances with other services and with the 
Purchases Division. 

The main points of the program are ad- 
mirable; but, as in the case of close pricing, 
the actual test will come through experi- 
ence. Whether the War Department can 
secure, maintain, and train the necessary 
staff of skilled personnel is doubtful. Ex- 
perience with a limited number of com- 
panies to which the program has already 
been applied indicates possibilities, but 
unfortunately the program is only getting 
under way. With the possibility of a rapid 
termination of hostilities, it will be difficult 
to obtain the necessary staff and to devote 
enough time to its training. 


CONTRACT TERMINATION 


Early in the war the need was recognized 
for an orderly settlement following the 
cancellations of contracts entered into by 
the armed services. Even at the height of 
war production, contracts were being cat- 
celed in substantial numbers because of 
the rapid obsolescence of equipment and 
changes in design and quantities needed. 
Early in 1943, a committee from the War 
and Navy Departments and the War Pro- 
duction Board set about the drawing upd 
a uniform termination article for procute- 
ment contracts. It was soon realized, how- 
ever, that a uniform-termination article 
should be supported by carefully consid- 
ered termination policies. Complaint was 
made in the Congress about the lack of 
orderly termination practices. Accordingly, 
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on November 12, 1943, a Memorandum of 
Agreement was agreed to by the six major 
war-procurement agencies (Army, Navy, 
Treasury, Maritime Commission, RFC 
and FEA),°* and approved by the Director 
of War Mobilization, whereby a Joint Con- 
tract Termination Board was created with 
authority “to establish general principles 
and procedures... [and] to develop... 
uniform contract provisions relating to the 
termination of contracts and subcontracts 
and to make interpretations of such provi- 

A number of specialized subgroups were 
established by the Board and in the course 
of six months, six directives were issued, 
bearing the approval also of the Director 
of War Mobilization. Three of the direc- 
tives are of interest here; the others in- 
volved technical interpretations. The first 
of these, dated January 8, 1944, gave ef- 
fect to a Uniform Termination Article, 
drafted by the earlier committee, and toa 
Statement of Cost Principles which was 
incorporated by reference in the Article. 
Required as an addition to existing war- 
procurement fixed-price contracts or as a 
substitution for previously agreed-to can- 
cellation provisions in such contracts, the 
article provided for (a) termination at the 
convenience of the procurement officer, (b) 
actions to be taken by the contractor in 
stopping production and canceling sub- 
contracts, (c) compensation as agreed 
to between the contracting officer and 
the contractor, or if no such agreement 
could be reached, a “formula” settle- 
ment. If a formula settlement was re- 
sorted to, (i) the contracting officer was 
required to compensate the contractor at 
the contract price for articles completed, 
costs of work in process and materials, 
plu a profit not to exceed 6%, and the 
costs of settling terminated subcontracts; 


* Subsequently added were the Attorney General, 
and the heads of the WPB and the SWPC; although 
invited, the Comptroller General refused to serve. 
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and (2) such costs were to be limited to 
those permitted by the Statement of Cost 
Principles. The Statement of Cost Prin- 
ciples recited that, in general, permissible 
costs were to consist of those sanctioned 
by recognized commercial accounting prac- 
tices, particularly direct and indirect costs 
of manufacture, distribution, and adminis- 
tration reasonably necessary for the per- 
formance of the contract; specific refer- 
ences were made to the determination of 
the cost of inventories, depreciation and 
amortization, and “initial” costs. 

Another directive (No. 2), dated Febru- 
ary 24, 1944, exempted from the manda- 
tory incorporation of the Article contracts 
for less than $50,000, contracts for less 
than $500,000 requiring delivery within 6 
months, letters of intent and other orders 
which had not reached the contract stage, 
contracts excluding profits, open-end con- 
tracts, and certain other types. Aside from 
these exemptions, no exception to the gen- 
eral application of the Article was per- 
mitted unless approved by the Office of 
War Mobilization. 

A third directive (No. 6), dated May 29, 
1944, contained a uniform termination ar- 
ticle recommended, but not prescribed, for 
subcontractors; it also gave authority to 
contractors in “higher tiers’’ to settle with 
subcontractors upon termination of the 
prime contract. 

Several studies and reports by commit- 
tees established by the Joint Contract Ter- 
mination Board were carried on and given 
effect after the Office of Contract Settle- 
ment, described below, was established.®® 

On February 15, 1944, appeared a report 
prepared by Bernard M. Baruch and John 
M. Hancock at the request of the Director 
of the Office of War Mobilization. It 


9° A summary of these additional items appears in 
the first Report to the Congress of the Director of Contract 
Sines (Government Printing Office, October, 1944), 
pp. 12a, ff. 

100 Report on War and Postwar Adjustment Policies, 
Government Printing Office, 1944. 
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dealt in forthright fashion with the prob- 
lems of contract termination and surplus 
war property and was the basis for subse- 
quent legislation adopted by the Congress. 
Its recommendations are, for the most 
part, in effect today. Much of what follows 
was the direct result of the Baruch-Han- 
cock recommendations. 

Throughout all of the discussion and 
regulation of termination procedure pre- 
ceding the passage by the Congress of the 
Contract Settlement Act of 1944 substan- 
tial agreement among the procurement 
agencies and representatives of business 
had been reached, the purpose being (a) to 
establish the machinery to pass on hun- 
dreds of thousands of settlements, and (b) 
to pave the way for a quick return to civil- 
ian production. The main points of agree- 
ment may be summarized thus: 

(1) A negotiated settlement promptly 
reached was to be preferred to one based 
on more exact details determined after 
much investigation, many conferences, the 
lapse of many weeks, and audit by the 
Comptroller General. 

(2) Reliance must be placed on con- 
tractors’ claims prepared under predeter- 
mined but fairly simple and universally 
applicable rules such as those reflected in 
a uniform termination article to be inserted 
in all contracts, uniform cost standards, 
and forms calling for certain types of in- 
formation. 

(3) Settlements with subcontractors 
must be made by contractors under such 
degrees of authority as might be dele- 
gated by contracting officers, but with pro- 
tection to subcontractors in case of failures 
by contractors to negotiate or to pay 
agreed amounts. 

(4) Financial assistance must be ex- 
tended to contractors, following termina- 
tion and preceding final settlement and 
payment. 

(5) Immediate disposition must be made 
when desired by contractors, of inventories 
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whether or not owned by the Government, 
and of Government-owned tools and other 
equipment in contractors’ plants. 

(6) Uniform procedures were necessary 
for more intelligent top-policy controls and 
would provide the opportunity of settling 
a contractor’s claims against several con- 
tracting agencies by the assignment of the 
claims to a single agency. 

Conviction on these points by the con- 
tracting agencies resulted in a distinct de- 
parture from customary governmental 
procedures. Particularly upset was the 
Comptroller General who wanted to 
“audit” every claim before settlement 
could be considered final. The explanation 
lies in the personnel charged with contract 
administration and with the devising of 
procurement and settlement procedures. 
The great bulk of them had been corpora- 
tion lawyers, public accountants, and busi- 
ness executives. They possessed the confi- 
dence that business, charged with impor- 
tant responsibilities and operating under 
fair and workable rules which could be in- 
terpreted without legal counsel, would 
play the game fairly. 

An important development on the gov- 
ernmental side of settlement was the early 
acceptance of the idea that each termina- 
tion claim be reviewed by a “‘team”’ ap- 
pointed by the contracting officer and con- 
sisting of a lawyer, an accountant, an en- 
gineer, and perhaps one or two others famil- 
iar with the problems involved. Similar 
units have been suggested for contractors 
themselves. By thus dividing the responsi- 
bilities, a degree of professionalization is 
reached in the settlement finally recom- 
mended to the contracting officer that au- 
gurs well for the protection of the interests 
of both the government and the contractor. 
The possibilities of sharp practices and of 
fraud have by this device been substanti- 
ally reduced. 

But the procedures thus adopted had 
doubtful legality. Fear was expressed that 


iment, 
other 


essary 
Is and 
*ttling 
1 con- 
of the 


con- 
ct de- 
nental 
s the 
d to 
pment 
1ation 
ntract 
ing of 
dures. 
rpora- 
| busi- 
confi- 
mpor- 
under 
be in- 
would 


ZOv- 
early 
mina- 
ap- 
1 con- 
n en- 
‘amil- 
milar 
ictors 
yonsi- 
on is 
it au- 
srests 
rctor. 
nd of 


‘anti- 


had 
that 


despite a ruling of the Attorney General 
that the necessary settlement authority 
had been given to contracting agencies 
under the First War Powers Act, the 
Comptroller General might hold up nego- 
tiated settlements indefinitely.’ The serv- 
ices therefore urged the Congress to give 
their procedures statutory backing; and on 
July 1, 1944, the Contract Settlement Act 
became a law. 

The Contract Settlement Act contains 
the following major provisions: 


(1) An Office of Contract Settlement was 
established with a Director of Contract 
Settlement as its head.1 The Director 
may ‘prescribe policies, principles, meth- 
ods, procedures, and standards’ for 
termination and settlement. He serves as 
chairman of a Contract Settlement Ad- 
visory Board whose members were the 
same as those making up the Joint Con- 
tract Termination Board (Secs. 4-5). 
Settlement procedures already adopted 
for contractors and subcontractors were, 
for the most part, approved (Sec. 6). 
Settlements involving payments of more 
than $50,000 (excluding payments ‘for 
completed articles or work at the con- 
tract price and for the discharge of the 
termination claims of subcontractors’) 
were to be reviewed by a “settlement re- 
view board” established within each of 
the various units of the contracting 
agency, the “sole function” of such board 
being ‘‘to determine the over-all reason- 
ableness of proposed settlement agree- 
ments from the point of view of protect- 
ing une interests of the Government” 
(Sec. 6(c)). 

Unilateral or “formula” settlements were 
authorized where negotiated settlements 
could not be reached, and certain stand- 
ards to govern them were outlined (Sec. 
6(d)).2% 


1 The Comptroller General ultimately admitted, 
however, the legality of a negotiated settlement, follow- 
ing a certification, under the First War Powers Act, that 
the prosecution of the war would be facilitated. 

1@ The War Mobilization and Reconversion Act of 
1944, passed after the adoption of the Contract Settle- 
ment Act, gives jurisdiction over the Office of Contract 
Settlement to the Office of War Mobilization and Re- 
conversion, the purpose being to insure cooperation 
with related agencies. 

1 The commonly reeognized methods of settlement 


(2 


(3 


— 


(4 
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(5) A very general base was laid down for 
allowable costs applicable to formula 
settlements, and also to negotiate cases if 
“practicable to do so without impeding 
expeditious settlements” (Sec. 6(e)). 

(6) Interest was authorized, at 2$% per 
annum, on the amount found to be due, 
commencing thirty days after the ter- 
mination date (Sec. 6(f)). 

(7) War contracts not providing for “fair 
compensation for its termination’ must 
be amended (Sec. 6(g)). 

(8) Interim financing was authorized by 
“Vv” or “T” loans, and by advance and 
partial payments (Sec. 8). 

(9) Provision was made for the disposal of 
surplus material and government-owned 
equipment (Sec. 12). 

(10) Officers and employees of contracting 
agencies were exempted from personal 
liability in relying on certificates of con- 
tractors and in making settlements and 
payments (Sec. 15). 

(11) The Comptroller General’s inquiry into 
contract settlements was limited to (a) 
ascertaining that payments were made in 
accordance with the agreed basis of set- 
tlement, (b) certifying to the Department 
of Justice that he is convinced that any 
settlement was induced by fraud, and (c) 
reporting to the Congress on the termina- 
tion methods and procedures employed 
by the contracting agencies. 


On November 1, 1944, the War and 
Navy Departments published a Joint Ter- 
mination Regulation (called within the 
services the “JTR”) which embodies the 
procedures now followed by the termina- 
tion groups of those two agencies. The 
Maritime Commission’ and the Recon- 


are: (1) negotiation or agreement, (2) the unilateral or 
formula settlement, (3) the no-cost settlement, (4) 

tial settlement, usually negotiated, for i 
items such as completed inventory, (5) minimum settle- 
ment, usually negotiated, the amount of which repre- 
sents the agreed lowest settlement figure, (6) combina- 
tion methods, and (7) arbitration. Most settlements 
thus far have been on the basis of no-cost agreements. 
Renegotiation has proved its utility here. Many manu- 
facturers prefer to waive compensation on the termi- 
nated contract and carry their costs forward for over-all 
reconsideration during renegotiation. The relation be- 
tween renegotiation, termination, and pricing has not 
been satisfactorily solved. Renegotiation and pricing 
based on present experience may prove seriously in 
error in the event of substantial tersiaadies. 

1 General Order 57. 
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struction Finance Corporation’® have 
each issued brief regulations governing ter- 
minations. Forming an appendix to the 
War and Navy regulation is a compre- 
hensive ‘Joint Termination Accounting 
Manual” (the “JTAM”’) which includes 
a “Statement of Principles for Determina- 
tion of Costs Upon Termination of Gov- 
ernment Fixed-Price Supply Contracts” ; 
these deserve consideration here. 

The JTAM details for departmental ac- 
counting staffs the significance and scope 
of their office and field reviews of termina- 
tion claims. It describes briefly the ter- 
mination procedure: a contractor, using 
standard forms prescribed by the Director 
of Contract Settlement, submits a settle- 
ment proposal, following cost principles 
appearing in the above-mentioned State- 
ment of Principles, and employing at his 
option the “inventory” or “total-cost” 
basis, or such other basis as may be author- 
ized by the contracting officer. It indicates 
that the accountant can be most helpful to 
the contracting officer by seeking to insure 
wherever possible that the contractor has 
been adequately informed and organized 
for termination activities.’ Emphasis 
throughout is given to “recognized com- 
mercial accounting practices,’°* and to 
“reasonable” termination costs and profit. 
The accountant is encouraged “to estab- 


1% Contract Termination Regulation No. 1. 

1% This is based on the “Statement of Cost Princi- 
ples” previously mentioned, as amended by the Direc- 
tor of Contract Settlement on September 30, 1944. The 
War Department has provided another manual known 
as TM 14-1000 for use by departmental auditors in their 
review of CPFF contracts. 

107 Termination groups within the services have thus 
far devoted much of their time to “pretermination” 
work with contractors: informing them of termination 
procedures, encouraging them to organize a termination 
staff or team capable of dealing directly with service 
representatives, and to draw up agreements disposing 
in advance of problems that would otherwise delay 
settlements. These activities represent a distinct and 
most desirable departure from usual government- 
business relationships, but their total effect cannot be 
judged until a considerable period has elapsed after 
V-day. See JTAM14. 

106 Borrowed from Sec. 6(d)1 of the Contract Settle- 
ment Act. 
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lish appropriate bases for reliance on the 
use of office reviews alone”’ in order to re- 
duce the work quantity and the lapse of 
time between termination and settlement. 
He is asked to prepare for the “permanent 
file’ an outline of the contractor’s internal 
policies and accounting procedures relating 
to adherence to commercial standards, con- 
tractural provisions, and the Statement of 
(Cost) Principles: particularly those per- 
taining to inventories, overhead, deprecia- 
tion, tools, supplies, spoiled work and 
scrap, standard costs, separation pay, 
labor premiums and bonuses, pension 
plans, maintenance and repairs, engineer- 
ing, development, and starting-load costs, 
intracompany and intercompany transac- 
tions, and other items that might affect 
settlement figures. The accountant is 
charged with no responsibility in the al- 
lowance of profit (which is determined by 
the contracting officer on work done). He 
is provided with an outline of the methods 
to be followed in preparing and maintain- 
ing his working papers, developing per- 
manent files, and inditing his reports. The 
manual is comprehensive and it has been 
written intelligently and forcefully. 

In the “Statement of Cost Principles’ 
the attempt is made to establish a broad 
background for the determination of costs 
allowable in termination settlements. Again 
emphasized is the necessity for giving due 
weight to “recognized commercial ac- 
counting practices’ and established 
accounting practices of the contractor as 
indicated by his books of account and 
financial reports,” provided, of course, 
that they do not conflict with contract 
provisions and stated limitations, and that 
in the case of certain items”® of expense 
they do not “exceed the amount which 


109 Exhibit A of the JTAM; issued also as Regulation 
5, Office of Contract Settlement. OCS Regulation 14 
supplements and inteprets this statement. 

110 Experimental and research expense, engineering 
and development and special tooling, loss on facilities, 
special leases, and advertising (Par. 1(d-h)). 
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would have been available from the con- 
tract price to cover these items, if the con- 
tract had been completed” (Par. 1(i)). 
Perhaps the first problem of termination 
costs that will occur to the accountant is 
the determination of the portion of facility 
costs that will be allowed. Depreciation, 
including ordinary obsolescence, is per- 
mitted for the period during which work is 
being performed on the contract (Par. 1c). 
In addition, if a facility is “not reasonably 
capable of use in the other business of the 
contractor having regard to the then con- 
dition and location of such facility,” the 
portion of the cost which may be claimed 


is the “amount which bears the same pro-. 


portion to the loss of useful value as the 
deliveries not made under the contract 
bear to the total of the deliveries which 
have been made and would have been 
made had the contract and the other con- 
tracts been completed”’; the balance of the 
loss is by implication to be ascribed to the 
completed part of the contract for which 
remuneration has already been received 
(Par. 1(f)). Notwithstanding that the 
claimed loss of value must not exceed the 
limitations of Par. 1(i), i.e., the amount 
that would have been available from con- 
tract revenue if the contract had been 
completed, the effect may be the allowance 
of a larger cost than would have been re- 
covered if the contract had continued, 
since the profit on the remaining portion 
of the contract would have been “‘avail- 
able” for the recovery of such a loss. If the 
total facility cost thus allowed happens to 
exceed that originally contemplated by the 
contractor in the price established for his 
product, a question of conflict arises with 
the provision of the Contract Settlement 
Act (Sec. 6(d)5) which limits the profit al- 
lowance to “preparations made and work 
done for the terminated portion of the war 
contract.” 


™ Title of the facility is also to be conveyed if any 
loss is claimed under this head. 
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Usual forms of direct cost—material™ 
and labor—need no amplification here. 
They must be reasonably allocable to the 
contract (Par. i(a, b)). Manufacturing 
overhead may follow any common basis 
consistently applied. Settlements costs 
will also be approved (Par. i(k)). En- 
gineering and Development and Special 
Tooling expense and “initial” costs (em- 
ployee training, excess labor, overhead or 
rejects) relating directly to the contract 
will be allowed, provided, as in the case of 
loss of useful value of facilities, the inter- 
ests of the Government are protected by 
the transfer of title or by such other means 
as the contracting officer may specify 
(Par. 1(e); 2). Experimental and research 
expense, although relating to products not 
yet in production, may be allowed but it 
is to be presumed that they may not also 
be carried forward as a deferred charge; 
the one limitation is that the amount may 
not exceed “an established prewar pro- 
gram” or the amount “related to war pur- 
poses” (Par. 1(d)). The net expense of a 
leasehold may be claimed, provided the 
lease was necessary “for the performance 
of the contract” (Par. 1(g)). Advertising 
may also be allowed ‘‘to the extent reason- 
able under the circumstances” which is 
not necessarily confined to the prewar ex- 
pense level (Par. 1(h)). Interest, too, on 
borrowings, may be included (Par. 1(j)). 

What constitutes “recognized commer- 
cial accounting practices’ has been dis- 
cussed by the Director of Contract Settle- 
ment in Regulation 14,"* Memo. No. 1. 
Costs, he says, are those (a) “reasonably 
incurred in the conduct of a business,”’ (b) 
“expected to be recovered from the selling 
price in customary business transactions,” 

12 Material amounts must not exceed reasonable 
quantities needed for the contract, and they may in- 
clude items acquired before the contract date (see 
Me=zos, No. 3 and 6, Regulation 14 of Office of Con- 
tract Settlement). 

8 Tnitial costs are discussed in Memos. 7 and 8 of 


Regulations 14. 
i Tssued February 22, 1945. 
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(c) “broader in scope than those ordinarily 
contemplated in factory cost accounting 
and those recognized by the Government 
for cost-plus-fixed-fee contracts,” (d) and 
include “selling, distribution, adminis- 
trative, financial, and general expenses.” 
Accounting practices must be “sound when 
tested on an objective basis, such as sub- 
stantial use by similar organizations, ac- 
ceptance by independent public account- 
ants, or recognition by other authorities” ; 
and “there may be more than one accept- 
able practice,” but consistency is desired 
above all. There will be no insistence on 
“precise information which is not readily 
available if reasonable estimates or ap- 
proximations may be satisfactorily substi- 
tuted.” 

Selling and general and administrative 
expenses may be allocated to contracts on 
any ‘‘reasonable’”’ basis such as total costs, 
sales, cost of sales, or processing costs, the 
latter being preferred where variations oc- 
cur in the amounts of material (Regulation 
14, Memo. No. 2). 

Costs or losses excluded from contract 
settlements appear in the Act™ and are 
limited to the following: 

(1) Losses on other contracts. 

(2) Losses from disposal of capital assets or 

investments. 

(3) Fees and other expenses of reorganization 
or recapitalization. 

(4) Costs of antitrust, income-tax, or similar 
litigation. 

(5) Provisions for contingencies. 

(6) Premiums on life insurance where the con- 
tractor is the beneficiary. 

(7) Costs of converting facilities to other 
uses. 

(8) Expenses incurred because of “negli- 
gence or wilful failure” to discontinue in- 
curring expense after the effective ter- 
mination date. 

(9) Costs exceeding “the reasonable quantita- 
tive requirements of the entire contract.” 


Whether Government representatives 
and contractors will prove themselves 
equal to the task of conforming to this 


18 Sec. 7. 
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broad program remains for the future to 
decide. Thus far the whole plan of ter. 
mination is still in its formative and ex. 
perimental stages. V-day will bring lit. 
erally hundreds of thousands of cancella- 
tions, and contractors must be dealt with 
speedily as well as justly to prevent an al- 
most complete industrial collapse. The 
“rounding-out” of claims and their quick 
payment will obviously involve adminis- 
trative dangers, but the sharing of the 
burden on both sides among “teams,” the 
institution of professional standards 
among the members of the team, and the 
pretermination educational program will 
do much to eliminate the worst of such 
dangers. 

The termination program labors under 
serious difficulties. It bears only a rudi- 
mentary relation to other phases of con- 
tract administration (pricing, repricing, 
and renegotiation), war production, and 
stabilization programs. While the settle- 
ment of claims is as expeditious as can 
reasonably be expected, the Government is 
left with the problem of housing and dis- 
posing of enormous quantities of surplus 
materials. Settlement may be effected from 
a book inventory, but property disposal 
requires physical inventories and an elab- 
orate clearance mechanism. To avoid or- 
dering materials which are already accu- 
mulated in surplus stocks, the inventory 
forms are cleared through various tiers 
within each service and between the agen- 
cies before they are declared surplus to the 
Reconstruction Finance Corporation or 
Treasury Procurement Service. Since only 
limited information can be provided on the 
forms, it becomes necessary physically to 
check the items or to secure more informa- 
tion whenever the description seems to in- 
dicate that the material may prove useful. 
In some cases several inventories may be 
taken before the property is disposed of. 

No incentive is provided to the con- 
tractor for maintaining tight inventory 
controls. He is generally reimbursed for all 
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material accumulated for war production, 
and in the face of material shortages a con- 
stant temptation exists for the accumula- 
tion of inventories as a buffer against possi- 
ble future shortages. This tendency has 
had serious repercussions for both the war 
production and stabilization programs. 

A small-scale experimental program, the 
so-called method of predetermined ter- 
mination charges, has been undertaken by 
the War Department as a method of deal- 
ing with these problems. This program, 
utilizing the device of open-end contracts, 
carries the close- and company-pricing 
programs to their logical conclusion, and 
integrates the pricing and termination 
phases of contract administration. In es- 
sence the method consists of negotiating 
the total contract, which is subdivided 
into various blocks, and settling both the 
price and termination provisions at the 
same time. Change orders requiring adjust- 
ments in price are also handled on the 


same basis. For example, if 10,000 items: 


of equipment are to be purchased, the 
price is carefully investigated and sched- 
ules set. An open-end contract for the 
10,000 items is placed, subdivided into 
blocks of 1,000 items. The contract is 
drawn so that the price is adjusted (it is 
usually lowered) for each successive block. 
Similarly, a predetermined termination 
charge is provided for each block, and the 
manufacturer retains the inventory. Ter- 
mination is thus made an integral part of 
the original negotiation; it is again re- 
viewed when any major modification is 
made in the contract. 

Such a program involves careful analysis 
and forecasts of costs. Although not all 
manufacturing processes lend themselves 
to reliable estimates, the program offers 
possibilities over wide areas."* Insofar as it 
is practicable, the program should result 
in closer inventory controls and reduced 


6 Several thousand items of equipment have been 
successfully handled through such predetermined ter- 
mination charges. 
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costs; it stimulates planning far in ad- 
vance for reconversion, and permits the 
contractor to deal with all phases of his 
contract simultaneously. Substantial sav- 
ings to the Government should obtain, 
both through reductions in personnel re- 
quired for storing inventories, and in ex- 
penditures required for the repurchase of 
and losses on the disposal of surplus prop- 
erty. 

Before a program of this character can 
be successfully undertaken, however, con- 
siderable rethinking is necessary, from 
the point of view both of contract adminis- 
tration and of profit control. It is essential 
that all phases of contract administration 
be integrated, from the preliminary nego- 
tiation through termination. Moreover, ac- 
ceptance of the program will inevitably 
involve erroneous forecasts in some cases 
and the accumulation of “excessive” 
profits. Such “mistakes”? must be expected 
and will occur even when substantial re- 
ductions in price are effected through the 
operation of the program. If the Govern- 
ment can secure reduced contract prices 
and reduced termination charges through 
the institution of contract blocks rather 
than termination of the entire contract, it 
would seem to be worth undertaking even 
if some manufacturers obtain “‘excessive”’ 
profits through the process. There seem 
to be no compelling reasons why the Gov- 
ernment should become so imbued with 
the idea of preventing excessive profits 
that it should have to incur higher contract 
costs, higher administrative costs, and the 
delays and losses inherent in surplus-prop- 
erty disposition, in order to insure their 
prevention. 


CONCLUSIONS 


Accounting has been employed ex- 
tensively during the war in the operation 
of controls over costs, prices, and profits. 
It has not supplied final answers. It has 
furnished.a valuable body of data on the 
basis of which general policies have been 
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established and administrative judgments 
have been rendered. Despite marked dif- 
ferences in accounting procedures and 
methods of reporting, these data have on 
the whole been both intelligible and con- 
vincing to those charged’ with the opera- 
tion of a program which utilized to the 
fullest degree the productive forces of the 
nation’s highly individualistic private en- 
terprise. 

In the eyes of public accountants, who 
carried substantially larger burdens be- 
cause of the abnormal expansion of cor- 
porate activities, accounting practices suf- 
fered perceptibly and even degenerated as 
the result of the war. Under the impetus of 
cost-plus contracts entered into at a time 
when production uninhibited by close pric- 
ing was made possible by the Congress, 
controls over costs, carefully developed in 
peacetime, were virtually abandoned. 
Their inadequacy for expanded operations 
was in many instances obvious, and often 
there was neither the time nor the man- 
power available to recast them into opera- 
ble form. In other cases, where full-scale 
controls could have been established and 
maintained, the bargaining talents of man- 
agement in its dealings with procurement 
agencies were deemed better suited to the 
financial success of the enterprise than ad- 
herence to inelastic cost principles. 

Yet the deterioration, if at times 
marked, rarely proceeded to a point that 
made impossible the institution of the 
more general and obvious controls. Con- 
siderations of costs by models or classes of 
product often yielded to studies of over-all 
company profit and other operating and 
financial characteristics of the individual 
members of an industry. Indeed, compari- 
sons of such data and discussions with in- 
dustry representatives repeatedly disclosed 
new vistas of usefulness in the product of 
the accountant’s art having relation not 
only to publicly operated industry-wide 
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controls but to internal controls of value 
to the individual concern. 

In processing large aggregates of data, 
it was necessary to devise definitions and 
reporting media that would yield fairly 
uniform results. But the effort was made 
consistently throughout the several agen- 
cies here considered to (a) rely on existing 
commercial accounting practices as fully 
as possible, in order (i) to make the prep- 
aration of reports the least burdensome, 
and (ii) to encourage administrators to 
keep within the range of mutual under- 
standing; (b) require only information 
that had tangible utility to the recipient 
agency; and (c) depend on the honesty and 
fair dealing of the reporter and his ac- 
countants for revealing (i) exceptions to 
the basic definitions, and (ii) additional 
information that might be material to 
reasonable interpretation. The reporting 
business was thus made a party to the in- 
terpretative process, and it is to the credit 
of accounting that once its indispensability 
as an instrument of communication had 
been recognized, it met the test well. In 
many quarters it was necessary first to 
overcome the fear of dealing with govern- 
ment agencies and to dispel the belief that 
to reveal information was to invite trouble; 
but when these inhibitions had been re- 
moved by clarifying the uses to which the 
information would be put, the response 
was most satisfactory. 

One of the most recurrent, possibly the 
most difficult problem within the field of 
accounting, once an expenditure is recog- 
nized as an expense or potential expense, 
is its allocation or spread over periods of 
time, and over common uses or benefits 
within single periods of time. The unwis- 
dom of establishing universal rules in the 
face of the wide lack of governing account- 
ing principles was universally accepted; 


_ yet decisions in individual cases, often in- 


volving the inclusion or exclusion of mil- 
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lions, had to be made promptly in the in- 
terest of a vigorous prosecution of the war. 
Individual judgment, notwithstanding a 
ripe experience behind it, can never be a 
substitute for commonly employed rules of 
thumb, particularly where the claim of an 
individual enterprise is adversely affected; 
a decision based on such judgment runs 
the risk of being hailed as arbitrary and 
unilateral. Standards for the distribution 
of joint costs have been proposed many 
times, and the government’s administra- 
tive agencies, under pressure to institute 
uniformity as well as substantial justice 
in their procedures, have frequently been 
on the point of devising them. In the inter- 
ests of sponsoring, or at least carefully 
guiding, the formation of standards fol- 
lowed by the profession, accountants 
might well explore the possibility of ob- 
taining some agreement on the problems of 
cost spreads with which administrative 
agencies have been dealing and with which 
they will likely be concerned for years to 
come. 

Further developments in the field of ac- 
counting and statistics will undoubtedly 
be made. The reconversion pricing pro- 
gram of the OPA will involve forecasts of 
costs, particularly for items on which pro- 
duction was discontinued, and statistical 
devices must be brought to bear if such 
forecasts are to achieve any high degree of 
dependability. Close pricing, company 
pricing, and predetermined termination 
charges also involve statistical forecasts 
of costs, prices, and profits. In the develop- 
ment of these programs, the customary 
representatives of business have played a 
less important role because of their in- 
ability to discuss the basic problems of cost 
and production. Further development of 
accounting-statistical techniques may im- 
pose a similar fate on the accountant who 
limits his future usefulness by his preoccu- 
pation with past events. 
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Another field of interest has been devel- 
oped with the introduction of such meas- 
ures as the Murray “Full-Employment”’ 
bill. If such programs are to be undertaken, 
the Federal Government will need vast 
quantities of current accounting informa- 
tion for the building up of estimates of na- 
tional income, corporate savings, capital 
expenditures, and other figures for plan- 
ning purposes. A step in this direction has 
already been taken by the SEC in quar- 
terly collections from registered corpora- 
tions of data on working capital and capi- 
tal expenditures. In the field of small busi- 
ness, such agencies as the Smaller War 
Plant Corporation, and even the Congress, 
through the Senate Committee on Small 
Business, have pointedly indicated that 
they have been hampered by lack of ade- 
quate information on small, unincor- 
porated enterprise. 

The Securities and Exchange Commis- 
sion’s Survey of American Listed Corpora- 
tions and the Federal Trade Commission’s 
Industrial Corporation Reports have been 
discontinued as a result of the war. The 
Acts under which these agencies operate 
seem to imply, however, a rather positive 
and continuing Federal responsibility for 
the disclosure of corporate financial infor- 
mation. Further expansion in this direction 
is quite likely. Measures have been intro- 
duced in Congress which would extend the 
jurisdiction of the SEC to all corporations 
with more than a few hundred stock- 
holders. It is interesting to speculate on 
the effects of similar requirements for dis- 
closures of costs. Such a measure would un- 
doubtedly have far-reaching implications, 
especially on the development of monopo- 
lies. The assumptions of a competitive 
economy require that the purchaser have 
full and free access to any and all informa- 
tion which, to him, is relevant. The wide- 
spread nature of Government programs 
during the war has acquainted large 
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numbers of persons, including many Fed- 
eral officials who will return to private 
business, with the uses and, it is hoped, 
the limitations of accounting and costs; 
on the other hand, many business manage- 
ments have for the first time been exposed 
to the necessity of making disclosures of 
an intimate nature with respect to costs 
and financial operations; but, as already 
noted, their fears have been dispelled once 
they have enjoyed the benefits which fol- 
low such disclosures. 

In any great emergency the public has 
come to expect that the Government will 
limit prices. The control may take the form 
of establishing minimum prices, as the 
NRA did, or it may take the form of set- 
ting maximum prices; in either case, cost 
details and other financial information 
would be required. Another crisis such as 
the present would undoubtedly extend the 
field of profit control despite conflict with 
the full utilization of the profit motive 
as a means of guiding and stimulating pro- 
duction. But if such control is undertaken, 
it seems futile, as well as discriminatory, at 


least on economic grounds, to penalize 
only war contractors. A “total” war effaces 
the distinction between military and civil- 
ian production. Profit control, such as 
that intended by the present renegotiation 
statute, would be economically and admin- 
istratively more desirable if the whole 
economy were blanketed under the meas- 
ure. To single out and penalize business 
concerns from which something more than 
the utmost is expected has been justly crit- 
icized. Moreover, controls over prices and 
profits and the devices adopted for the 
checking of inflation might well be cen- 
tered in a single agency. 

In the successful operation of any of 
these programs, accounting information 
plays a vital role. Predictions as to further 
developments may be hazardous, but it is 
a safe guess that the responsibilities of the 
accounting profession would be multipied. 
And when and if a national crisis is again 
faced, the existence of an articulate, coor- 
dinated, self-imposed body of standards 
would add immensely to the worth of the 
profession to the nation. 


DEFINING AND ACCOUNTING 
FOR DEPRECIATION 


DR Scott 


LL THEORETICAL formulations, like 
A institutions, derive their signifi- 
cance from their contribution to 

the concrete process of human living. 
Many times in the course of the world’s 
history peoples have built up systems of 
law and religious creeds which eventually 
lost their vitality because they lost con- 
tact with the concrete, everyday living of 
the peoples concerned. Those legal and 
religious formulations have developed out 
of man’s experience in what is described 


above as the concrete process of human 
living. They have remained vital so long 
as and to the extent that they have inter- 
preted and illuminated that experience. 
But when men in their search for truth 
have turned away from the concrete world 
of their experience and have centered their 
attention exclusively upon polishing and 
perfecting their own formulations, they 
thereby have initiated an atrophy of their 
ideas. It was this truth which Bacon had 
in mind in his declaration that it is the 
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frst distemper of learning ‘when men 
study words and not matter.” 

The Report of the Committee on Ter- 
minology of the American Institute of 
Accountants on Depreciation, dated Oct- 
ober, 1942, and the definition of deprecia- 
tion based on that report and published in 
September, 1943, in the Journal of Ac- 
countancy are open to criticism along the 
line of the foregoing introduction. They 
confuse an economic fact with the process 
of accounting for it. Indeed they undertake 
to identify the two. The result is that the 
concrete phenomenon of depreciation drops 
out of the picture entirely. Acceptance of 
the proposed definition would mean that, 
with respect to the depreciation problem, 
accounting would lose touch with the 
everyday world of economic affairs in a 
fashion precisely similar to the way in 
which religious, legal, and political systems 
have so often lost contact with the con- 
crete process of human living. 

After quoting several definitions, the 
committee report presents the following 
paragraph: 

“These definitions treat depreciation, broadly 
speaking, as a money cost or loss due to exhaus- 
tion of usefulness. The term is sometimes used to 
describe the exhaustion itself; however, it seems 
desirable to emphasize the money-cost or loss 


concept as the primary if not the sole accounting 
meaning of the term. ‘Depreciation’ corresponds 


to ‘wages’ rather than to ‘labor’. 


Later in the discussion is the following 
paragraph: 


“The various methods of computing deprecia- 
tion in use obviously rest on materially different 
basic assumptions. The fact that methods are 
employed which produce as widely different al- 
locations as (a) the diminishing balance method; 
(b) the sinking fund method; and (c) a unit cost 
method, emphasizes the truth that the allocation 
bears no close relation to change in value and does 
not attempt to measure the exhaustion which 
actually takes place within a given period—an 
important truth that is not always fully under- 
stood. All that the various methods have in com- 
mon (which is all that could be embodied in a 
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definition) is that they are designed to distribute 
the estimated total depreciation incurred or to be 
incurred during the useful life of a unit or group 
of units over that life in a systematic and equit- 
able manner.” 


If we define depreciation as an account- 
ing cost which is arrived at by the use of 
methods which do not “attempt to meas- 
ure the exhaustion which actually takes 
place within a given period,” we thereby 
divorce the depreciation problem from the 
everyday world of business experience in 
which managerial decisions are made. Un- 
questionably, managemvnts in their selec- 
tion of depreciation methods have some- 
times had purposes in mind other than an 
accurate accounting for depreciation. They 
have sometimes been motivated by an un- 
due regard for financial conservatism. 
Even aside from the selection of methods, 
their depreciation policies have sometimes 
brought accounting results which have 
been positive misrepresentations of the 
facts. However, the accounting profession 
cannot afford to countenance such prac- 
tices and still less can accountants afford 
to make them a basis for their own analy- 
sis of the problem of depreciation. 

The fact that managements have used 
methods of depreciation with different 
ends in view does not mean that the differ- 
ent methods rest upon basically different 
assumptions. If the use of different meth- 
ods is limited to the legitimate purpose of 
accounting for depreciation, there is no 
reason to assume that they rest on differ- 
ent basic assumptions. Different types of 
assets used under widely varying condi- 
tions do in fact depreciate at widely diver- 
gent and varying rates. The fact that 
methods which afford such different results 
continue to survive is due to the wide 
variation in ways in which depreciation 
takes place. The use of correspondingly 
divergent methods, therefore, indicates an 
attempt to measure actual depreciation 
rather than the reverse. 
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If we have a machine built specially to 
produce a good for which the demand rests 
upon a current fad or style, the deprecia- 
tion of the machine may well depend upon 
the demand for its product rather than 
upon physical considerations limiting the 
time in which it can be used to produce 
the product. If demand for the product is 
currently at its peak, and is expected to fall 
off rapidly over a period of fifteen months, 
the decreasing value of the machine may 
well justify calculation of depreciation as 
a fixed percentage of the diminishing book 
value. 

An opposite type of situation confronts 
us when we turn to consideration of a 
hydro-electric plant. The operation of such 
a plant involves relatively small costs in 
labor and ordinary repairs. The result is 
that capital costs, such as interest on 
capital and the depreciation of capital 
assets, make up a relatively large propor- 
tion of total operating costs and thereby 
a premium is put upon an accurate state- 
ment of such costs. It is in this sort of 
situation that the use of a compound inter- 
est method of calculating depreciation is 
justified. 

Some assets are used irregularly. An 
airplane may be flown several times as 
much in one month as it was in the pre- 
vious month. It may well be desirable to 
calculate the depreciation of its engine in 
each period in terms of working hours. 
Other assets may be used under varying 
conditions at different times, and their 
service output may be better than any 
other basis for calculating their deprecia- 
tion. 

As a final illustration let us take the 
problem of a dairy farmer’s allowing for the 
depreciation of cows in his herd. A dairy 
cow usually is put into producticn when 
she is two and a half or three years old. She 
does not reach maximum production until 
she is about seven years old and after that 
peak is passed there is a slow, gradual fall- 


ing off in her production. However, as the 
farmer well knows, she reaches her maxi- 
mum value at about five years. The farmer 
also knows her probable productive life 
and her probable ultimate sale value. His 
practical computations may not go beyond 
a comparison of current prices for different 
grades of cows of different ages but if 
pressed for an explanation of his valuations 
he goes back to these underlying consider- 
ations which are so obvious to him that 
they are taken for granted. 

Any method of calculating depreciation 
which started to amortize the initial cost 
of a cow while she was still increasing in 
value would strike the dairy farmer as 
foolish and impractical. And he would be 
right. The problem of setting up a suitable 
method for the systematic calculation of 
the depreciation of a dairy cow is a simple 
combination of mathematics and account- 
ing. It is a problem well within the con- 
structive responsibility of accountants. 

The dairy-cow example is unusual but 
in a sense it is typical of the whole depre- 
ciation problem. There are technical pe- 
culiarities connected with the utilization 
of many assets. If we make the flat state- 
ment that depreciation is indeterminate 
and that methods of calculating deprecia- 
tion do not undertake to present actual 
periodic depreciation, we thereby adver- 
tise the accountant’s ignorance of that 
technical familiarity with the conditions 
under which assets are used which bus- 
inessmen need and typically do have asa 
basis for their managerial decisions. 

It can not be argued in defense of the 
committee report here under discussion 
that “indeterminate” means merely not 
determinable in an exact or absolute sense. 
Most costs are indeterminate in that sense. 
A far better statement, and one which 
would be essentially true instead of essen- 
tially false, would be that depreciation is 
determinate within the limits necessary 
for the selection of a proper method of its 
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allocation. And to this statement might 
well be added the further assertion’ that it 
is a responsibility of accountants to select 
a proper method and, if necessary, to ad- 
just the method selected to any peculiar 
technical situation in which the assets to 
be depreciated are being utilized. 


VALUE AND DEPRECIATION 


In a price system values are in propor- 
tion to utility or usefulness. Price and 
value are the terms in which businessmen 
commonly make comparisons and deci- 
sions. When the price system breaks down, 
men resort to barter or a system of direct 
exchanges of goods and services. But so 
long as the price system works effectively 
such a resort to barter is awkward and 
costly. 

When assets are new, businessmen and 
accountants both appraise them in terms 
of cost. This is not because that cost is sig- 
nificant per se. It is not. The importance 
attached to it arises from the fact that it is 
a present appraisal or evaluation of the 
total usefulness of the asset in question. 
This point is illustrated when we have to 
account for an asset which is acquired as a 
gift or in some other way which does not 
permit a direct allocation of cost. Under 
such circumstances we assign to the asset 
a valuation which corresponds as closely 
as possible with what it would cost under 
usual market conditions. 

The cost new of an asset is a valuation 
of its usefulness just as any market price 
is such an evaluation. The process of al- 
lowing ior depreciation by one method or 
another writes down the book value of the 
asset from cost new to scrap value. The 
appropriateness of the method chosen and 
the equitableness of the result which it 
affords depend upon the degree to which 
the writing down of the book value corre- 
sponds with the actual change in the value 
of the asset from cost new to scrap value. 
Those who define depreciation in terms 
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of loss of value and those who define it in 
terms of an exhaustion of usefulness are of 
course referring to precisely the same set 
of facts. Those in the first group are con- 
tent to stop with the terms of a dollars- 
and-cents appraisal in which market 
operations, business transactions, and the 
accounting record run. Those in the second 
group appeal to the technical serviceabil- 
ity of assets which lies back of every mar- 
ket price attached to them. They do this 
in an attempt to avoid the responsibility 
for making monetary valuations which do 
not rest directly upon business transac- 
tions. However, they do not in fact avoid 
such a responsibility so long as they under- 
take to select proper and equitable meth- 
ods of calculating depreciation. The ap- 
peal to exhaustion of technical usefulness 
brings needless complexity into the discus- 
sion. It tends to create confusion even in 
the thinking of those who resort to it. Its 
use in accounting discussion is parallel to 
the error of which we would be guilty in 
our economic conduct if we were to insist 
upon using the technique of barter when 
the effective operation of a price system 
was available. 


HOW DEPRECIATION TAKES PLACE 


As long as we have assets which are as 
different as a dynamo, a dairy cow, and an 
airplane engine, we shall need different 
methods of calculating periodic deprecia- 
tion. The endless variety of assets in busi- 
ness use is not a constant. New assets and 
new conditions under which old assets are 
used are continually arising. If the ac- 
countant is to keep abreast of these chang- 
ing conditions he must be open-minded 
with respect to the technique of calculat- 
ing periodic depreciation. He must be 
ready to devise new methods when needed 
and to adapt old methods to new condi- 
tions. 

When we ask how depreciation takes 
place, the obvious answer is that it takes 
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place in a never-ending variety of ways. 
Nevertheless there are some factors bear- 
ing on the problem which are of such gen- 
eral significance that it is worth while to 
point them out. They help to guide the 
accountant in selecting or devising a 
method of calculating periodic deprecia- 
tion for a specific situation. 

One of the factors affecting depreciation 
is the distribution of income over the ex- 
pected life of an asset. If an asset has half 
of the years of its useful life left but only 
one-fourth of its total usefulness or income, 
a method of depreciation which kept it on 
the books at half of its original cost would 
be grossly inequitable. 

There are many assets which do have an 
uneven distribution of income expectation. 
The dairy cow is one of them. If we build 
a factory building too large for present 
needs in expectation of a growth of bus- 
iness, and are unable to use or rent out the 
excess space, this fact should be taken into 
account in any precise allocation of depre- 
ciation cost. 

A second factor which always bears on 
the accrual of depreciation is interest. The 
influence of interest may be so overshad- 
owed by other considerations that the 
only practicable procedure is to ignore it, 
but it is always present. 

In economics we learn that the value of 
a production good is a present appraisal 
of its future services or the incomes which 
its use affords. In the process of arrival at 
a present value, those incomes which are 
most remote in time suffer the largest dis- 
count. The truth of this proposition may 
be illustrated very simply if we ask our- 
selves which is worth more, assuming 
equal security, a three-year annuity pay- 
ing $1,000 at the end of each year or a 
group of three separate notes for $1,000 
each due one year from now. By way of an 
oversimplified example, let us assume an 
asset which will last ten years and have no 
scrap value. Assuming an even distribu- 


tion of income over the ten years and dis- 
regarding other disturbing factors, this 
asset’s depreciation will follow the curve 
of amortization of a ten-year annuity. 

In our past treatment of depreciation 
the effect of interest has not been given 
much consideration. The reason is obvious, 
Our allowances for depreciation typically 
have been such rough approximations that 
a refinement like an attempt to allow for 
the effect of interest has not been worth 
while. 

A third general influence upon the way 
in which depreciation takes place is the 
distribution of repair costs necessary to 
keep the asset in working order. Repair 
costs are a direct burden upon the services 
or income afforded by the asset. In periods 
when repair charges are high the net return 
available from the use of the asset will be 
correspondingly reduced, and deprecia- 
tion will be lower because such periods re- 
present smaller fractions of the asset’s 
total net usefulness. Other things being 
equal, when repair costs are high deprecia- 
tion is relatively low and when repair costs 
are low depreciation is relatively high. 

In the past treatment of depreciation, 
recognition of repairs has been mainly of 
two types. One is as an argument by pro- 
ponents of the straight-line method in op- 
position to proponents of compound-inter- 
est methods. The argument is that repairs 
tend to become heavier with the advane- 
ing age of the asset and so would tend to 
offset the effect of interest. 

The second recognition of repairs has 
been in their combination with deprecia- 
tion. Total repair costs for the life of the 
asset have been estimated and have been 
added to depreciation, that is, to cost new 
minus scrap value. The sum of the two has 
then been spread on a straight-line basis 
as “depreciation expense.’ The method 
sometimes affords a more accurate dis- 
tribution of total expense than would be 
obtained by treating repairs as. expense 
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when made and allocating depreciation 
on a straight-line basis. However, still 
greater accuracy can be obtained by a 
more precise treatment of the relations 
between repairs and depreciation.' The 
present writer agrees that it is better to 
preserve separate expense accounts for 
depreciation and repairs. 

Irregularity of use may bring about ir- 
regularity both in the realization of income 
and in the effects of wear and tear upon 
depreciation. Idle assets do not bring in 
profits. If assets are used very irregularly 
the only rational procedure may well be to 
calculate their lives in terms of hours used 
or output produced and to charge depre- 
ciation in proportion to their utilization 
as measured in those terms. 

All the foregoing factors have a common 
fundamental basis. They all go back to in- 
come realization: to the proportion be- 
tween the value of realized usefulness and 
the value of potential usefulness still em- 
bodied in the asset. Attempts to select a 
suitable or accurate method of calculating 
depreciation are attempts to adjust the 
periodic depreciation expense to an actual 
loss of value. 


WHAT WE ACCOUNT FOR 


The problem of depreciation will be 
clarified if we differentiate as distinctly as 
possible between the definition of depre- 
ciation and the accounting process of giv- 
ing recognition to it. This statement holds, 
notwithstanding the approach of the Com- 
mittee on Terminology of the American 
Institute. 

What do we in fact account for in mak- 
ing periodic allowances for depreciation? 
The prevailing answer to this question is 
that we account for a fraction of that part 
of the original cost of the asset which is not 
covered by its scrap value. The cost of an 
asset is not depreciation. That is obvious. 


1 Cf. “Depreciation and Repair Costs,” ACCOUNTING 
a. IV, No. 2, p. 116. 
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Hence depreciation must be the process of 
accounting for that cost. If we approach 
the question in this way, we can readily 
understand the disposition of members of 
the American Institute committee to 
identify depreciation with the accounting 
item of periodic depreciation expense. This 
view reflects the traditional accounting 
distrust of processes of valuation other 
than the bona fide business transaction. 

However, the common-sense approach 
to depreciation views it not as an item in 
the accounting record but as an objective 
phenomenon—as a change in the value of 
assets which takes place regardless of 
whether or not it is reflected in the ac- 
counts. And the accounting distinction be- 
tween depreciable and nondepreciable as- 
sets appears to lend conclusive support to 
this common-sense view. 

Management takes the common-sense 
view of depreciation rather than the pro- 
posed, sophisticated accounting view. In 
order to make the best use of the assets at 
its disposal, management needs to know 
how those assets do in fact depreciate un- 
der the actual conditions of their utiliza- 
tion. 

If we accept the view that depreciation 
is a loss in value of an asset occasioned by 
the utilization or exhaustion of potential 
services embodied in it, we are confronted 
by the difficulty that the values of those 
services still remaining at any given date 
may not remain the same as they were ex- 
pected to be when the asset was acquired. 
If there is a general price rise and an in- 
crease in the money value of services to be 
rendered, this change will be reflected in 


_an increased value of the asset. Further ex- 


haustion of the remaining services in it will 
then give rise to a different schedule of 
losses in value. 

Most accountants meet this provlem 
with a cutting-of-the-Gordian-knot solu- 
tion. They hold that the calculation of de- 
preciation should be based upon cost and 
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not upon present values. In short, they 
hold that depreciation is not depreciation 
of an asset in the common-sense meaning 
of the term but is rather an accounting 
amortization of its original cost. 

The writer is not disposed to argue for 
the general assertion that depreciation 
should be based upon current values. But 
he is even less inclined to subscribe to the 
dictum that it must always be based upon 
cost. At an earlier point in the discussion, 
it was suggested that the accountant 
should undertake to adjust depreciation 
methods to a never-ending variety of 
changing conditions under which assets 
are used. It seems reasonable that the 
question of adjusting depreciation charges 
to changed values in any particular case 
should be included in the general responsi- 
bility of the accountant to select or devise 
an appropriate depreciation technique. 


A COMMON-SENSE DEFINITION 


In the common-sense view, depreciation 
is an accruing loss of value which begins 
with cost new and ends with scrap value 
at the end of the asset’s useful life. When 
the Committee on Terminology of the 
American Institute holds that “‘ ‘Deprecia- 
tion’ corresponds to ‘wages’ rather than to 
‘labor’,” it deprives the term of realistic 
meaning. No one would argue that depre- 
ciation corresponds to labor. In fact, in a 
wage system there is no parallel to depre- 
ciation to be found in the labor contribu- 
tion to production. Under a slave system 
the diminishing value of a slave would be 
depreciation in the common-sense meaning 
of the term. And the calculation of a slave’s 
depreciation would involve some of the 
problems encountered in the depreciation 
of a dairy cow. 

Of course not all losses of asset values 
commonly suffered by business enterprise 
are to be treated as depreciation. Losses 
by fire, wind, and many adverse weather 
conditions may be provided for by taking 
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costs of the periods in which they accrue, 
If a company elects to carry its risk of fire 
loss instead of taking out insurance, it may 
properly make periodic charges to expense 
to cover that risk and thereby accumulate 
a reserve against which to charge losses 
when they occur. But neither the loss nor 
the periodic expense charge is depreciation. 
Any attempt to apply the term ‘“deprecia- 
tion” in such a situation would only result 
in confusion without any compensating 
advantage. 

If special constructions or installations 
are necessary to the fulfillment of any con- 
tract it is entirely proper to spread their 
net cost over the work of that contract. 
And no objection is to be raised to the 
application of the term “depreciation” 
to such costs. This procedure may in speci- 
fic cases be applicable to war contracts, 
but war production often involves special 
difficulties of forecasting the length of 
time and the amount of work for which 
the facilities will be used, and sometimes 
also a problem of determining the extent 
to which wartime facilities can be sal- 
vaged for peacetime production. Business 
prudence and proper accounting require 
that provision be made for the cost of such 
special facilities, but the difficulties in- 
volved in arriving at periodic charges may 
well justify a practice of calling the peri- 
odic provision “amortization” rather than 
“depreciation.” Whatever the term used 
it is important to keep it separate from 
regular depreciation: to treat it as the 
special case which it is. 

If we build a building on leased prop- 
erty knowing that we shall have to give 
it up ten years hence at the expiration of 
the lease, we have a problem which is com- 
parable with that of special facilities for a 
specific contract. The value of the building 
on our books must be reduced to zero in the 
ten years and the necessary periodic charge 
may well be called depreciation expense. 
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But should the term “depreciation” be 
applied to the accounting for patents and 
leaseholds and to losses from obsolescence 
and inadequacy? The answer to this ques- 
tion is not important so long as we think 
clearly about the problems in question 
and make sure, for example, that ‘‘depre- 
ciation of patents” is not confused with 
or combined with the depreciation of 
tangible assets. 

In general, clear and precise terminology 
is conducive to exact and fruitful thinking. 
However, we need always to remember that 
a living language grows out of common us- 
age and that even technical terminology 
must retain a realistic contact with the 
concrete data to which it is applied. That 
accounting terminology is best which best 
serves to promote clear thinking about the 
concrete problems with which accounting 
and business management are concerned. 
Precision of terminology is too dearly 
bought when its price is a sacrifice of 
realism. The proposed definition of de- 
preciation does not pass this test. 

Too many of the present generation of 
leaders in accounting are too much gov- 
erned by the past general practice of the 
profession. Conversely, they are too little 
influenced by new factors in accounting 
such as new problems of management, the 
increasing use of statistical methods, and 
the rise of what is generally called cost ac- 
counting. Future development of the prob- 
lem of depreciation depends much more on 
these new influences than it does upon the 
traditional accounting of the past. 
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The definition of depreciation ‘which is 
criticised in the foregoing discussion was 
formulated to fit in with a preconceived 
theory of the nature of accounting, where- 
as definitions in accounting, as in other 
fields, should be arrived at in the spirit of 
an open-minded approach to the subject 
matter and the problems which are to be 
considered. This error arises from uncriti- 
cal habits of thought which are moving in 
the direction of making accounting theory 
a closed and perfected system. The dictum 
that accounting is essentially a record of 
historical costs divorces the viewpoint of 
accounting from that of management. The 
present attempt to make depreciation a 
term of art peculiar to an accounting cult 
would, if successful, widen still further the 
breach between accounting theory and the 
everyday sphere of concrete economic af- 
fairs in which management must act. 

The greater the degree to which ac- 
countants are willing to think in terms 
which are peculiar to their own field, the 
easier it will be to eliminate loose ends of 
theory. The temptation to take that road 
is always present in every field of knowl- 
edge and especially in those dealing di- 
rectly with human affairs. When a move- 
ment once starts in that direction it is 
prone to continue at an accelerated pace. 
The proposed definition of depreciation 
should be a clear warning to open-minded 
students of accounting not to take that 
road. The definition is an illustration of 
that distemper which Bacon pointed out 
so long ago. 
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PRETERMINATION PLANNING 


O. Jay SILVERMAN 


cies are encouraging their contract- 

ors to plan for termination of their 
war supply contracts in advance. This 
type of preplanning consists of several 
methods as advocated by the contracting 
agencies. Already several agreements have 
been entered into between the government 
and the contractors participating, wherein 
definite and stated terms have been agreed 
upon by both parties as to how certain 
problems that will arise at termination 
will be solved. The writer, being particu- 
larly familiar with the textile industry, will 
attempt to present some of the major 
problems facing this industry in settling 
its termination claims. 

Pretermination studies may seem to be 
an unnecessary and useless way of spend- 
ing money, wasting executives’ time, and 
tying up personnel. However, an examina- 
tion of the termination problems affecting 
the textile industry reveals one factor 
which alone necessitates these studies— 
the uncertainty of both industry and 
government as to just what a termination 
in a textile mill will involve and what 
fundamental policies of termination will 
provide the most equitable settlement. 
Several cardinal points have developed as 
the result of a study of the worsted in- 
dustry. 


Inasmuch as textile processing is a 
continuous process it would be futile to 
terminate by an over-all plant shut- 
down, as this would create partly pro- 
cessed material having no value except 
as waste. However, throughout the con- 
verting of raw wool to cloth, there are 
several points where production could 
be stopped and a salable product result. 
O. D. dyed cloth and O. D. dyed raw 
materials, unless research indicates other- 
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wise, would be of little or no value to the 
mills. Research as to the possible uses of 
O. D. and its conversion to more salable 
colors is being undertaken by industry 
and the government. The mills are 
anxious to continue production without 
a break in order that their postwar 
civilian outlets may be promptly sup- 
plied and labor continued in employ- 
ment. 

An analysis of a worsted mill’s pro- 
duction processes revealed that certain 
places in the production line could be 
used as cutoff points. In addition it was 
found that this mill’s cost accounting 
system also used most of these points as 
focal spots in applying costs; on inter- 
mediate points accurate cost figures 
were not readily obtainable. This meth- 
od of costing appears to be industry- 
wide. The cutoff points at which salable 


_ products might result follow: 


Major cutoff points: 

(1) In bales of grease wool—In the raw ma- 
terial stage; no processing has been 
done. 

(2) Sorted grease wool—Wool has been re- 
moved from bales, sorted, and is ready 
for scouring. 

(3) Wool Top—The wool has been scoured, 
carded, and combed and is ready for the 
yarn mill. 

(3a) Dyed wool top—The top has been 
dyed and is ready for blending. 

(4) Yarn—The wool top has been con- 
verted into yarn on bobbins or cheeses 
and is ready for warp and fill. 

(5) Grey cloth—The cloth has been woven 
but has not been put through the 
finishing process. 

(6) Finished cloth—The cloth is finished 
and is ready for delivery to the custo- 
mer. 


Intermediary cutoff points: 


(2a) Scoured wool—The wool has been 
scoured and is ready for carding. While 
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some worsted mills will purchase 
scoured wool, most prefer to operate on 
grease wool. 

(3b) Roving—The sliver is drawn but has 
not been spun into yarn. This stopping 
point creates an opportunity to change 
the size of yarn originally sceduled. 


It was found that the principal differ- 
ence between wool top produced for even- 
tual use in government contracts and wool 
top for civilian contracts was the amount 
of domestic wool involved. Contracting 
Officers for the government have shown 
preference for the use of as large a propor- 
tion of domestic wool as possible. While 
this effects little change in quality it does 
mean a price differential because domestic 
wool has a higher cost price. Mill officials 
feel that there would be no difficulty in 
disposing of the wool at any point prior to 
and including white top, inasmuch as they 
themselves would be interested in retain- 
ing it if an adjustment could be made for 
the price differential between the domestic 
and the foreign product. Their only con- 
cern in this respect was the possible effect 
the supply of wool now in the United 
States, estimated by them to be large 
enough for three years’ normal production, 
would have on the general market condi- 
tions. 

Beyond the white-top stage, the O.D. 
color enters into the picture. Under the 
current specifications for most Army cloth 
it is required that the top be slub-dyed. 
This means that most items from that 
point, even though in a salable form, will 
be in O.D. shade. Some mill officials have 
already indicated that they will not be 
interested in anything of an O.D. color. 
Another factor affecting the disposal of 
Army cloth, even though in a grey or white 
form, is the fact that much of it is consider- 
ably heavier than the cloths normally in 
demand in civilian markets. In the case of 
Navy cloth, much of the fabric produced 
at present differs very little from civilian 
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items. The industry will no doubt be in- 
terested in retaining this type of inventory 
in some form or other. 

With these factors in mind, termination 
settlements were to be considered under 
four possible conditions. 


Condition One—An over-all shutdown 
is ordered and machines are stripped. 
Termination under this condition was 
viewed as impractical because goods in 
process between the cutoff points couid 
be sold only as waste. However, market 
conditions and the attitude of the indus- 
try on “V” Day may make a termina- 
tion under this condition the cheapest 
for the government. If no market exists 
for the goods produced at the next cut- 
off points, then a major consideration 
would be whether or not the cost of 
stripping would be in excess of the cost 
of completing to the next point. An ad- 
ditional factor discouraging an over-all 
shutdown would be the difficulties in- 
volved in determining costs for items in 
process at other than cutoff points. This 
type of termination would also cause a 
complete shutdown of the mill, with its 
attendant unemployment problem, un- 
til civilian production could be started 
and work its way through from top to 
yarn to woven fabrics. 

Condition Two—Production is carried 
through to finished goods with (a) all 
materials including raw wool commit- 
ments processed through to completion, 
or (b) all work in process completed and 
grease wool held in its original state, ex- 
cept for the amount necessary to com- 
plete work in process. 

Condition Three—Production is car- 
ried through to the most salable form. 

In order to prepare effective termina- 
tions under Conditions Two or Three the 
following information would have to be 
obtained. 

(1) On policy: (a) What will be the 
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future procurement requirements of the 
services? Will there be a large standing 
Army and Navy? Will conscription be 
carried into peacetime? Will the de- 
mands from such sources be sufficient to 
use up the present stockpiles plus the 
additional goods to be manufactured? 
(b) What will be the requirements of 
UNRRA, Lend-Lease, and similar agen- 
cies? Will they have use for O.D. cloth? 
Will their requirements provide a major 
disposal outlet? 

(2) On costs: (a) Will the relationship 
of cost to disposal value be better at top, 
at yarn, at grey cloth, or in finished 
goods? (b) Is the particular mill being 
terminated doing economical work? 

(3) On disposal: (a) Must the major 
part of O.D. cloth be sold only for re- 
dyeing, or are there other outlets under 
consideration? If the cloth must be sold 
for redyeing, prior costs of finishing will 
never be recovered; therefore, process- 
ing beyond the grey-goods state would 
be useless. (b) Will the woolen and 
worsted industry cooperate sufficiently 
to assist in providing outlets for the pro- 
ducts or will all of the intermediate in- 
ventories eventually end up as waste? 
lf so, the cheapest stopping point is the 
best. 


If Condition Two (b) or Three is con- 
sidered, it must be remembered that tag- 
end inventories may prove difficult to 
schedule properly for production. These 
short inventories will, in many cases, re- 
quire additional white top in order to pro- 
vide sufficient material for a production 
cycle. 

If it should be decided that the remain- 
ing O.D. top and yarn should be con- 
verted to grey cloth, an alternative method 
would be to pool all inventories of this 
nature and then arrange for one or two of 
the more economical mills to convert it to 
grey cloth. Two obstacles to such a plan 
would probably appear: (1) the lack of 


interest of any mill in such a contract, and 
(2) the different shadings of the yarn in- 
volved. The latter obstacle might be elim- 
inated by a relaxed inspection standard. 


Condition Four—Production is car- 
ried through to the next major cutoff 
point. In the light of our research this 
method appeared to be the only prac- 
tical method of approach. The possible 
cutoff points of scoured wool and yarn 
in the roving state were not used as stop- 
ping points, inasmuch as (1) costs could 
not readily be determined at these 
points, (2) a mill does not normally 
weigh or measure the products at these 
points and consequently special proce- 
dures would have to be set up, and (3) 
it was felt that it would be more ad- 
vantageous in so far as the government 
was concerned to carry through to the 
next stage. 

For the purposes of a theoretical 
study, figures of inventories on hand for 
use in government contracts were taken 
as of a certain date. Goods in process at 
intermediate points were carried for- 
ward to the next major cutoff point and 
the additional costs of such completion 
were added to the inventory. Thus, wool 
in process of becoming white top was 
included in the white-top inventory, top 
in the process of being dyed was in- 
cluded in the dyed-top inventory, top 
in the process of becoming yarn was 
included in the yarn inventory, cuts on 
beams and in slashings and those cuts 
in the process of weaving were included 
in the grey-goods inventory, and cuts 
in the process of being finished were 
made a part of the finished-goods inven- 
tory. 

In determining the amount of cuts in 
looms and cuts being dressed it was 
found that an indeterminate amount of 
filling yarn would be needed to complete 
these cuts to grey goods. For the pur- 
pose of this study it was assumed that 
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100 per cent of the warp yarn and SO per 
cent of the fill yarn was on the looms. 
The cuts in beams and slashings were 
assumed to be 100 per cent warp and no 
filling. These additional requirements 
were transferred from the filling-yarn 
stock with only the net amount being 
shown as yarn inventory. 

This yarn requirement to complete 
grey goods is an important factor of 
termination. Proper production schedul- 
ing for a week or two before termination 
could eliminate all but a very small por- 
tion of dyed yarn and top from final in- 
ventories. 

Several cost problems must be con- 
sidered in actual inventory taking. Items 
at the cutoff points are definitely meas- 
urable and identifiable. Cost of goods 
in process between cutoff points must of 
necessity be estimated. However, these 
estimated inventories will in most cases 
be completed through to and part of a 
cutoff inventory by the time of settle- 
ment, and estimates can be adjusted to 
actual. 

In pricing inventories the old question 
of standard cost versus actual cost 
comes to the fore. While standard cost 
accounting systems are widely used, in 
too many cases it is feared that the 
standards will be found to differ radi- 
cally from the actual costs. Obviously ad- 
justments will be in order. 

The question of the handling of by- 
products must be investigated. Sales of 
wool grease, noils, and waste constitute 
an important source of income. Unless 
handled as an offset to material costs, a 
distorted picture results. In the case of 
some mills, by-products are costed at 
values in effect at the time the original 
grease wool is purchased. An attempt is 
made to value these by-products as 
closely as possible, so that the actual 
sales of the by-products will not produce 
any wide variance. 
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Some mills hedge their buying and 
selling commitments by operating in the 
wool-top futures and grease-wool futures 
market. Inasmuch as the industry ap- 
pears to use hedging as a price-protect- 
ive measure, the gains or losses from 
hedging should appear as a part of the 
cost of materials. 

It is expected that in some mills there 
will be difficulty in definitely ear-mark- 
ing lots of wool, lots of yarn, etc., accord- 
ing to contract. Lots of wool and top 
are very often shifted from order to 
order while in process. Undoubtedly 
some mills will maintain that it is im- 
possible to determine which lots of yarn 
are represented by the cloth finished 
and delivered on contracts. For the pur- 
pose of this article, it is being assumed 
that if the contract calls for the use of 
both domestic and foreign wool the wool 
is being used in the same ratio in each 
delivery. The possibility may be pointed 
out, however, that either the domestic or 
the foreign will be run through in its 
entirety first and the second type used 
in the latter part of the contract. 

In that instance, the cost of the com- 
pleted portion will have to be adjusted 
to what it would have been had the 
indicated ratio been used. Then inven- 
tory on hand would be valued at actual 
cost, be it domestic or foreign. This 
wool-content adjustment may be a ma- 
jor factor of the settlement. 

Some definite policy must be estab- 
lished for company-wide settlements 
when common-item inventories are in- 
volved. The question arises as to 
whether each contract and its inventory 
should be analyzed individually to de- 
termine whether there is an inventory 
in excess of requirements or whether all 
the contracts should be considered on an 
over-all basis and their total material 
requirements measured against the in- 
ventories. 
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The industry’s method of pricing wool 
(scoured) and top on the basis of bone- 
dry weights plus 13.6 per cent regain 
and 15 per cent regain, respectively, 
must be remembered in reconciling in- 
ventories. Woolen yarns take a 13 per 
cent moisture regain, worsted yarns 
(dry spun) a 13 per cent regain, and 
worsted yarns (oil spun) a 15 per cent 
regain. 

An analysis of the lead time required 
for materials to go through each major 
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process may prove valuable in checking 
inventories. 


These are only several of the problems 
that must be considered by the worsted 
textile industry that should be settled in 
advance. If mill officials wait until final 
victory against Japan before they begin 
to consider these problems, they may find 
such a policy very costly in that equip- 
ment and personnel will be idle until a 
definite policy can be established. 


EMPLOYEE STOCK OPTIONS 


E. R. DILtLavou 


T IS COMMON practice for many corpor- 
I ations, when negotiating an employ- 

ment contract with an administrative 
officer, to grant the employee an option to 
purchase a designated number of shares in 
the corporation which employs him. Oc- 
casionally the option is exercisable imme- 
diately for the full number of shares agreed 
upon, but more often the contract provides 
that only a limited number of shares can 
be acquired each year or that the option 
can not be exercised until a given period 
of time has elapsed. Some option agree- 
ments have no limit upon their life but 
others lapse unless exercised by a specified 
date. The tendency is to make the option 
nontransferable, although even at this 
point no uniform pattern is discernible. 
Some options are assignable, while others 
are not. 

The option most favorable to the officer- 
employee establishes an option price for 
the stock at a figure somewhat below the 
then existing market price. In this instance 
the option may have an immediate realiz- 
able value. This is particularly true if it is 
assignable or can be exercised immediately. 
The contract which appears fairer to all 
concerned, and which is more stimulating 


to the employee, is one in which the option 
price for the stock is set at a figure equal 
to or somewhat in excess of the market 
value at the date the option is granted. 
Such an option has no value until the 
market price for the stock mounts to a 
point which exceeds the option price. 

What accounting procedure should be 
adopted to handle the transactions in- 
volved in the issuance of the option and 
its exercise, particularly in the light of re- 
cent cases? 

It is possible that the accounting treat- 
ment accorded the problem may be influ- 
enced somewhat by the motive which 
actuates the use of an option as part of an 
employment contract. It should be crystal- 
clear to all concerned that the dominant 
purpose of the agreement is to effect 4 
possible bonus, being somewhat depend- 
ent upon effectiveness of the management 
and in part dependent upon the vagaries 
of the stock market. One is forced to this 
conclusion, for otherwise the directors must 
be considered guilty of giving away gra- 
tuitously a valuable property right. The 
very fact that the option is tied up with 
the employment contract further supports 
this position. The motive which prompts 
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the use of this particular form of bonus 
may be one of the following. 


1. The directors and the employee 
may desire to cover up from the stock- 
holders the magnitude of the salary paid 
and use this particular camouflage to 
effect that result. By dressing the com- 
pensation in this new guise, it may be- 
come unrecognizable to most of the 
stockholders and to the public generally. 
The exact amount of money which is 
eventually denied to the corporation as 
part of such an employment contract 
is never made clear to interested parties 
unless the accounting records and state- 
ments disclose it more fully than has 
been done at times in the past. 

2. Assuming that the above motive is 
not involved, freedom from income tax 
for the employee is likely to have been 
the motive which induced this type of 
option. The corporation and the em- 
ployee through cooperation may have 
thought to build up for the employee a 
sizable estate which had never been sub- 
ject to income tax. It is at this point 
that recent court decisions appear to 
have thrown the proverbial monkey 
wrench into the machinery. 

3. A third possible motive has been 
suggested, namely, that the employee de- 
sires to invest in the company at the 
existing market value, and, having in- 
sufficient funds, he contracts for the 
tight to purchase later at a price which 
is at, or near, the market value when he 
was employed. This possible motive 
must be discounted severely because the 
employee does not contract to purchase, 
but merely obtains an option under 
which he may purchase the stock if it is 
profitable for him to do so. 


To make the discussion more pointed, 
the following contract of employment is 
assumed. A corporation engages a new 
manager and agrees to pay him an annual 
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salary of $50,000. In addition, during the 
life of his five-year employment contract 
he is given an option to purchase a total 
of 5,000 shares of the capital stock at $90 
a share. The option is nonassignable and 
may not be exercised at a rate greater than 
1,000 shares a year, except that to the ex- 
tent that it has not been exercised annu- 
ally, the cumulation may be exercised in 
the fifth year but not thereafter. It is fur- 
ther assumed that the par value of the 
stock is $50 a share and that the market 
value is $110 a share at the date when the 
agreement is made. The annual option is 
not exercised but the employee elects to 
exercise the full option of 5,000 shares in 
the fifth year, the market value of the 
stock at that date being $150 a share. It is 
further assumed that at the beginning of 
the second year the market value of the 
stock was $120 per share, in the third year 
it was $130, in the fourth year, $140, and, 
as suggested, the value reached $150 in 
the fifth year. 

The accounting treatment for an option 
which has a measurable value when given 
might well differ from that for one which 
has no value as of that date. In our par- 
ticular problem, the option appears to 
have a value of $100,000 when the con- 
tract of employment is signed. The em- 
ployee is extended the privilege of buying 
5,000 shares at $20 a share less than the 
market. Consequently, some accountants 
suggest that an entry be made at that time 
to set up the option on the books. A typical 
entry might well be a debit to salaries of 
$100,000 and a credit to some such account 
as “Stock Option Outstanding” for an 
equal amount. A better entry might be a 
debit to a deferred expense for the $100,- 
000, later to be written off to operating ex- 
penses at the rate of $20,000 a year. This 
would spread the expense over the life of 
the employment contract, thus. effecting 
a charge to expenses in those periods which 
benefit from the services. 
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Under this method an adjustment to 
surplus would have to be made at the close 
of the five-year period if the market price 
declined and the option was not exercised. 

To avoid the necessity of having to 
make a possible adjusting entry later and, 
as some people see it, to reflect more 
clearly the true picture, many accountants 
prefer to make no entry at the date the 
option is granted. They reason that the 
employee has not yet realized anything of 
value, the duty to pay the bonus being 
dependent upon later conditions. The 
market may be such that the option will 
never be exercised, or it may drop to a 
point at which the money denied to the 
corporation is materially less than $100,- 
000. This position is strengthened some- 
what under one hypothetical case in that 
the employee is not assured that he will 
ever be able to realize fully the $100,000. 

He is authorized to purchase not in ex- 
cess of one thousand shares the first year, 
and it may be that, before he can exercise 
his option on the next four thousand 
shares, the market value will have de- 
clined to the point where it would be un- 
profitable for him to exercise it. Under 
such circumstances, the option never had 
a value of more than $20,000, that being 
the maximum amount the employee could 
have realized by exercising his option as 
soon as he received it. Since the compensa- 
tion to be paid the employee is condi- 
tioned upon many factors, including the 
vagaries of the market, there seems to be 
rather sound logic in refraining from 
entering any transaction until the option 
is exercised. 

However, a constant threat exists to the 
earned surplus and to the earnings of sub- 
sequent years. The share that existing 
shareholders have in the earned surplus 
may be reduced from year to year because 
an employee is authorized to purchase 
shares by paying less than their book 
value. It means that dividends payable 


out of that surplus may be less per share 
because the surplus is to be spread over an 
additional number of shares. A potential 
investor in the stock is affected for the 
same reasons. If someone has been given 
the right by contract to share in future 
earnings by investing at less than the book 
value, the potential investor should be 
warned. Consequently, it seems essential 
for the protection of all parties involved 
that a footnote to the capital section of 
the corporation’s balance sheet call atten- 
tion to the option outstanding. To be of 
value, the notation should indicate the 
number of shares subject to the option 
and the price at which they are available 
to the employee. Through the medium of 
such a footnote, full protection is accorded 
to all concerned. 

Five possible entries suggest themselves 
when the option is exercised. Bearing in 
mind the values assigned in the hypothet- 
ical situation, anyone of the following 
entries might be used. 

1. Cash 450,000 

Stock Option Outstanding 100,000 


Capital Stock 
Premium on Capital Stock 


250,000 
300,000 


This entry is based on the assumption 
that the initial contract was set up on the 
books, the amount of the then market 
value in excess of the option price having 
been credited to “Stock Option Outstand- 
ing.”” When the stock is issued the option 
is cleared and any amount over and above 
the par value of the stock is credited to 
the premium account. Since the stock at 
the time the option was granted had a 
value of $110 a share and a par value of 
only $50 a share, the premium on five 
thousand shares would amount to $300,- 
000, that is, five thousand times $60. This 
entry assumes that the amount of com- 
pensation is to be determined by the value 
of the option when the employment con- 
tract was made. It measures this value by 
the difference between the market value of 
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the stock at that date and the option price 
—a total of $100,000 based upon a market 
value of $110 a share and an option price 
of $90 a share. The entry is a corollary of 
the one which was initiated when the op- 
tion was issued. 


2. Cash 
Operations Expense 


Capital Stock 
Premium on Capital Stock 

This entry is made on the theory that 
no income has been realized by the em- 
ployee and that no expense has been in- 
curred by the corporation. The credit to 
the premium on capital stock results ex- 
clusively from the sale of stock above par 
value. The transaction is treated as though 
it had never been associated with the con- 
tract of employment, or, in other words, 
as though the sale had been made on the 
date the stock was issued. The entry 
glosses over or covers up the fact that the 
contract of employment has denied to the 
corporation a certain sum of money. Had 
it not been for such a contract, the stock 
could have been sold on the market for 
$750,000—five thousand shares at $150 a 
share. Since only $450,000 was received 
from the sale, it is evident that $300,000 
in cash has been denied to the corporation 
by the option given to the employee as 
part of his employment agreement. The 
above entry disregards this fact. 


3. Cash 450,000 
Capital Stock 250,000 
Premium on Capital Stock 200 , 000 
This entry is supported by the same 
doctrine used to sustain the first entry. It 
recognizes compensation to the employee 
and measures that compensation by the 
difference between the option price of the 
stock and the market value of the stock 
at the date the option was given to the em- 
ployee. It differs from the first entry only 
in that it assumes that the compensation 
should not be set up on the books until it 
is certain that it must be paid. It defers 
making an entry until the option is exer- 
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cised and the stock is issued, the duty to 
compensate becoming unconditioned for 
the first time at that point. 


ar on Capital Stock 

This entry gives recognition to the fact 
that the employee can not purchase the 
stock at a greater rate than one thousand 
shares a year. As is true of Entries 1 and 
2, it undertakes to measure the amount 
of the compensation to the employee by 
the value of the option. It suggests, how- 
ever, that it is improper to evaluate the 
option by use of the market value of the 
stock at the time the option is granted if 
the employee is not free to exercise it at 
that date. A more accurate reflection of 
the compensation is obtained by treating 
the contract as though five options are in- 
volved, which is essentially true. 

The first option for one thousand shares 
could have been exercised at once and its 
value should be measured by the differ- 
ence between $90 a share, the option price, 
and $110 a share, the market value at that 
date. This spread of $20 a share for one 
thousand shares gives a value of $20,000 
to the first option. According to the as- 
sumption made in our typical option agree- 
ment, the spread at the time the second 
option could have been exercised was $30 a 
share, the difference between $90 and $120. 
On this basis, the second option, or part 
of an option if the reader prefers, was 
worth $30,000. By a continuation of this 
method of evaluation for the third, fourth, 
and fifth years the values of $40,000, $50,- 
000 and $60,000 are obtained, or a total 
for all five options of $200,000, the figure 
used in the entry as a debit to “Operations 
Expense,” This entry, made only after 
the option has been exercised, measures 
the compensation for services by affixing 
a value to the option based upon the value 
of the stock at the dates when the option 
became exercisable. 
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In many respects this is an improvement 
over Entries 1 and 2 because it determines 
with greater accuracy the value of the 
five-part option. There are those who 
would say that it is to be preferred to the 
next, or fifth, entry, because an increase 
in the value of an option above its value 
at the date it could have been exercised 
results from speculation and is not a form 
of compensation. 


5. Cash 


Operations Expense 
Capital Stock 
Premium on Capital Stock 


This entry gives full recognition to the 
fact that $300,000 in cash has been denied 
to the corporation. The contract of em- 
ployment barred the corporation from of- 
fering its stock on the open market at that 
date. It treats the transaction as though 
the stock had been sold on the market at 
the date when the option was exercised 
and part of the proceeds had been turned 
back to the employee as compensation for 
services. The value of the option is mea- 
sured by the value of the stock when the 
option is exercised and the charge to oper- 
ating expenses is fixed accordingly. 

Which of these entries most clearly, com- 
pletely, and correctly discloses and records 
the facts? The author is persuaded that 
the fifth entry is the one which should be 
adopted and takes up cudgels in its de- 
fense if such action is necessary. In support 
of this view six reasons are suggested. 

1. The contract of employment has, by 
its terms, actually denied to the corpora- 
tion the sum of $300,000 in cases under the 
contract and conditions assumed to exist 
in our hypothetical case. Had it not been 
for that contract, the corporation would 
have been able to take advantage of the 
market value of the stock at the date it 
was issued. True it is that the corporation 
might have issued the stock at an earlier 
date and thus have realized a smaller 
amount had it been free to do so. In that 
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case, however, it would have had the use 
of the money, which is denied to it in this 
case until the option is exercised. This de- 
nial of cash to the corporation should be 
reflected in the records by a debit to oper- 
ating expenses for the amount involved, 
since the employment contract is fully 
responsible for the fact that the cash bal- 
ance is less than it otherwise would have 
been. 

2. It makes full disclosure to those who 
rely upon income statements and balance 
sheets for their information. It calls atten- 
tion to all those benefits which have been 
granted to the employee as a result of his 
employment contract. Otherwise, stock- 
holders and potential investors fail to re- 
ceive full information concerning the bene- 
fits derived by the employee from his 
employment agreement. 

3. In some cases the employee sur- 
renders his option for a cash consideration 
instead of actually effecting a purchase of 
the stock. He is paid a certain sum in cash 
to give up his right to buy stock. In sucha 
situation, it seems clear that the charge to 
operating services or earned surplus to 
offset the credit to cash is a direct out- 
growth of the employment agreement. It 
is truly an expense of operation and should 
be disclosed as such. It seems illogical that 
the cost in such a case be given any dif- 
ferent treatment from that used if the 
option is actually exercised. The cost to 
the corporation and the possible benefit 
to the employee are the same in each case. 

4, The situation is similar to those cases 
in which shares of stock are issued as 
compensation for past services. If the 
compensation is of that form, it is deemed 
sound to set up the stock on the books at 
its fair or reasonable value at the date of 
issue and to make a corresponding charge 
to operating expenses. Permitting the em- 
ployee to purchase stock at a discount has 
the same net effect as though some had 
been sold to him at market and other 
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shares had been given to him without a 
money compensation. Consistency de- 
mands that the two transactions be treated 
in the same manner. The benefits received 
by an employee should be treated as 
compensation if they can be valued. Since 
no difficulty in valuation is encountered 
when the stock is issued in full as com- 
pensation for services, there should be no 
difficulty when the cash compensation re- 
ceived by the corporation is patently less 
than the fair value of the stock. 

5. The option is tied to the contract of 
employment and the avowed purpose is to 
use it as a device to compensate, in part, 
the employee for his services. The value 
of the stock at the time it is issued, to the 
extent that it exceeds the option price, 
measures the compensation received. No 
part of this compensation can be said truly 
to arise from speculation on the part of the 
employee. It is in no sense a speculation 
on his part, because he has parted with no 
cash consideration for the option. He does, 
in part, establish the amount of his com- 
pensation by determining the time at 
which the option is exercised, but his 
management of the business affairs of the 
enterprise is likewise reflected in the mar- 
ket value of the stock. If his management 
of the corporation has been such as to 
\ impress investors favorably, thus causing 
» the market price of the stock to rise, there 

is a definite causal connection between his 
services and the amount of his compensa- 
tion. At the time the employment agree- 
ment is entered into, it is assumed that the 
employee’s connection with the firm will 
improve the market position of the stock 
and that he will profit accordingly from 
his managerial efforts. The compensation 
isa bonus paid for faithful service rendered, 
the amount of the bonus being uncertain 
until the option is exercised. 

6. The final reason for this position has 
to do with recent court decisions. If, as 
seems to be true, the difference between 
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market value at the time the stock is is- 
sued and the option price is, for income 
tax purposes, to be treated as income from 
services by the employee and a tax liability 
is to be assessed against him on that basis, 
the corporation should take advantage of 
a corresponding charge to operating ex- 
penses, thus reducing the income tax as- 
sessable against it. Failure to take ad- 
vantage of this opportunity would seem 
to be a careless disregard of the rights. of 
the stockholders. 

Federal cases relating to employee stock 
options have usually dealt with the tax 
liability of the employee. The income tax 
authorities, finding no amount included as 
income in such cases, have usually assessed 
a defining tax against the employee. The 
employee has then contested the validity 
of the assessment and the matter ultimate- 
ly reaches the Federal courts. In the most 
recent of these cases! the Federal Supreme 
Court affirmed the action of the taxing 
body. The facts were substantially as 
follows: 

An employee, as part of his contract of 
employment, was granted an option to 
purchase certain stock which was to be ob- 
tained by his employer, the price being ten 
cents a share. At that time the stock had 
no market value, but when the option was 
exercised at a later date, the stock had a 
value materially in excess of ten cents a 
share. The difference between ten cents a 
share and its then market value was not 
included as income from services and he 
was assessed a deficiency tax to cover the 
amount. The court affirmed the action of 
the income tax officials, being convinced 
that the purpose of the option agreement 
was to compensate. Since that was patently 
the purpose, the court could find no way 
of measuring the amount of compensation 
except to value the stock as of the date the 
option was exercised and to treat the dif- 


1 Commissioner of Internal Revenue, 89 L. ed. 569, 
reaffirmed 89 L. ed. 892. 
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ference between that value and ten cents a 
share as compensation. 

The court took time to point out that 
the option had no monetary value when 
given and, consequently, it was compelled 
to use the value as of the date the option 
was exercised. It left open the precise set 
of facts which were earlier set out in this 
paper. It is conceivable that the Supreme 
Court in such a case might have held the 
value of the services to be measured by the 
difference between the option price and 
the value of the stock when the option 
was given, but a fairly recent decision? by 
one of the circuit courts of appeal covers 
the precise situation which has been dis- 
cussed herein. In that case, although the 
stock option had a value when given, the 
compensation received by the employee 
was determined by the value of the stock 
at the date the option was exercised. The 
value of the stock at the date the option 
was granted was thought to be immaterial. 
The courts are driven to this position be- 
cause the payment of compensation is con- 
ditioned upon the option being exercised. 
Unless it is exercised, no compensation is 
paid. Consequently, it appears logical to 
measure the compensation at that date, 
and they find the compensation to have 
been paid in property to the extent that 
the stock has a value at that time in 


2 Connolley v. Commissioner of Internal Revenue 
135 F (2) 64, 146 ALR 1387. 
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excess of the amount paid for it. 

In conclusion it may be said that our 
discussion has not considered fully every 
conceivable situation. There are many 
variations of the stock-option employment 
agreements. At best, there has been sug- 
gested a general pattern which should be 
controlling in most cases. It appears sound 
to evaluate the stock option given and to 
effect a charge on the corporate books to 
operating expenses to the extent that the 
corporation has paid an employee for his 
services. Logic and court decisions demand 
that the compensation be determined only 
at the date the option is exercised and the 
stock issued. Duty of corporate officials to 
their stockholders requires the amount of 
the compensation for services to be deter- 
mined by the value of the stock at that 
date. 

This raises an important question under 
the withholding provisions of our present 
income tax law. It is known that some con- 
tracts with the employee are so drawn as to 
impose a duty on the corporation not to 
withhold for the government in such a 
case. Perhaps it is well to close with this 
question: Is the corporation obligated to 
withhold in employee stock-option cases? 
Perhaps someone may be stimulated to 
pick up the discussion at this point and to 
continue it from the viewpoint of how the 
withholding provisions of our law are to 
be complied with in such a case. 
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EMPIRICAL COST STUDY AND 
ECONOMIC THEORY 


ALFRED BORNEMANN 


ing interest in measuring what is 

known as the cost function. While sev- 
eral economists have directed their atten- 
tion to the actual calculations, a greater 
number are likely to become interested in 
some of the many problems which have 
been disclosed. The larger problems relate 
to certain significant implications of the 
conclusions arrived at in these studies. An 
analysis of the issues involved will perhaps 
contribute to their clarification. 

The empirical investigation of cost func- 
tions involves the measurement of the 
relationship between cost and output. It is 
thought that such studies may be signifi- 
cant because ‘“‘cost behavior has a crucial 
role in determining the most profitable 
adjustment of the individual enterprise to 
its economic environment.”? 

In considering these efforts to calculate 
the cost function, it is necessary to recall 
some essential elements of economic the- 
ory. In economic theory a distinction is 
made between the short run and the long 
tun. In the short run, some of the input 
factors are fixed (plant and equipment) 
and cannot be varied with output. In the 
long run, scale of plant may vary. Costs 
in the short run are variable costs, that is, 
they vary with output. Costs in the long 
run include the cost of fixed factors. The 
determinants of cost are rate of output, 
prices of input factors, technical efficiency, 
and size and scale of plant. 

The empirical studies of cost functions 
are in practice interested primarily in the 
short-run cost function, that is, in measur- 


I RECENT years there has been a grow- 


1 Joel Dean, “The Relation of Cost to Output for a 
Leather Belt Shop,” Technical Paper 2 (National 
Bureau of Economic Research, 1941), p. 3. 


ing the relationship between cost and the 
rate of output in the short run. Thus, size 
and scale of plant and equipment are 
constant. But prices of input factors must 
also be held constant, and it is also as- 
sumed that there are no changes in tech- 
nical efficiency, such as technical improve- 
ments, changes in the skill of workers, 
changes in managerial efficiency, or 
changes in technical methods of produc- 
tion. With these determinants of cost held 
constant, only rate of output remains and 
it is on this basis that the attempt is made 
to show what costs would be at various 
rates of output. 

As Joel Dean says, in explaining the 
meaning of cost functions, “the analysis 
...is based on the hypothesis that the 
cost of production of an enterprise is deter- 
mined by certain specific operating condi- 
tions. The prices of input services are as- 
sumed constant in order to simplify the 
examination of the effects of the remaining 
variables on cost. The basic proposition 
is, then, that there exists in the short run 
a functional relation between cost, the de- 
pendent variable, and a set of independent 
variables (other than prices of input serv- 
ices), which may include, for example, 
volume of production, size of production 
lot, and frequency of machine stoppage. 
The independent variables will be different 
for each type of manufacturing operation, 
although it can be stated that in general 
the most important variable is rate of out- 
put. The magnitudes of the independent 
variables are considered to determine the 
magnitude of cost. This relational depend- 
ence is shown symbolically by the cost 
function 
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in which X;, the dependent variable, is 
cost, and X3, X;, and X, are the independ- 
ent variables, for example, output rate, 
lot size, and shutdown frequency.’ 

Although these studies are interested in 
cost in the short run, it should be added 
that they are interested not only in the 
variable costs, but also, and perhaps pri- 
marily, in the marginal costs, that is, the 
additional (variable) cost incurred by 
reason of each addition to output. A com- 
parison of the marginal cost with the added 
(marginal) revenue would show whether 
the additional outlay is justified. 

It will be observed that if marginal 
cost (added variable cost) is the whole cost 
of each increment of output, then fixed 
costs could never become part of the cost 
of product. Hence, one writer has raised 
the question whether fixed costs ever do 
become part of total cost, and if they do, 
at what point.* “As a matter of fact mar- 
ginal, or variable, costs... may, upon 
certain occasions, be the only costs to be 
considered in arriving at a particular deci- 
sion,” but these occasions are not so 
numerous, according to that writer, as 
economists assume. In fact, he says, “mar- 
ginal costs may constitute the strategic 
factor to bankrupts, in process of being 
discharged from fixed costs; to ‘entre- 
preneurs,’ owning their own plant, who 
have given up all idea of recovery on their 
investment and who therefore disregard 
fixed costs; to the management, if they 
want to know how much they can earn to 
apply upon uncovered fixed costs, or as 
increased profit, by incurring a little extra 
(marginal) cost; or to economists afflicted 
with diagrammitis. But since marginal cost 
represents the whole cost only when the 

* Statistical Cost Functions of a Hosiery Mill (Uni- 
versity of Chicago how Studies in Business Ad- 
ministration, 1941 

* Reinold Noyes, Noertain Problems in the Empirical 
Study of Costs,” ew Economic Review, Vol. 31 
(September, 1941), p. 484. “If economic factors are 


used, they cannot be treated as if they were unused—as 
if they resulted in no product.” 


non-earning investment is, or is treated 
as, lost... it is of little general interest 
either to empirical or to theoretical eco- 
nomics.’” 

Whatever the merits of these remarks, 
there appears to be little indication at this 
time that they have thus far been favor- 
ably received. It is desirable to bear them 
in mind, however, in the subsequent con- 
sideration of the empirical cost studies. 

The source of the data for these analyses 
is the accounting records. It is thus with 
the money cost of production, or the ex- 
penses of production, that they are con- 
cerned. The fact that these accounting 
records provide the basic data creates dif- 
ficulties because the determinants of cost, 
as these are differentiated in economics 
cannot be separately measured so as to 
isolate the influence of any one of them. 
Furthermore, “accounting practice . . . has 
usually confined itself to the measurement 
of total costs or of statistically convenient 
subdivisions; in many cases its conven- 
tions and concepts are designed primarily 
to facilitate measurement rather than to 
supply the most pertinent information for 
managerial judgment.’* Those familiar 
with the uses of accounting may be some- 
what surprised by this statement. What is 
meant is that the “most pertinent” infor- 
mation is marginal cost, the additional cost 
incurred for additional output. Of course, 
if there is any validity in the remarks re- 
ferred to above, this would appear to bea 
somewhat exaggerated view of the role 
of marginal costs. 

The difficulties encountered in efforts 
to arrive at statistical cost functions may 
be further illustrated by reference to the 
work of Joel Dean, who has published three 
significant statistical studies of costs: one 


4 Tbid., 

5 Cost "Behostor and Price Policy. Prepared by the 
Committee on Price Determination for the Conference 
on Price Research (National Bureau of Economic Re- 
search, 1943), p. 13. My italics. 
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of a plant manufacturing furniture,’ a 
second of a hosiery mill,’ and a third of a 
leather belt shop.* In the study of costs 
for the leather belt shop, for example, he 
points out that some costs had to be 
omitted because of the difficulty of allocat- 
ing joint cost.* Also, “the idealized condi- 
tions of production visualized in theory will 
not be fulfilled in any concrete situation. 
Not only is it sometimes impossible, for 
technical reasons, to make the continuous 
adjustment of the variable factors hy- 
pothesized, but also managerial inertia or 
other rigidities may be sufficient to hinder 
adjustment to changed conditions.’ 
Finally, variations in factor prices must 
be removed, but these, unlike the influence 
of rigidities, are at least capable of being 
removed by deflation. 

These are a few of the difficulties likely 
to be encountered in such studies. A more 
elaborate survey of the problem as a 
whole appears in Cost Behavior and Price 
Policy, to which reference has already been 
made. The first part of this book discusses 
“The Nature of Costs and Prices,’’ the 
second part “Cost Behavior,” and the 
third part, consisting of one chapter, con- 
siders ‘The Implications of Cost Behavior 
for Price Analysis.” The first part is an 
effort to state the theoretical setting of the 
problems to be encountered in the second 
part. At the same time, it introduces some 
of the difficulties which are likely to arise 
in the empirical studies of costs. The second 
part is the substance of the book. In the 
first two chapters of part two, the relation- 
ship between costs and the rate of output, 
with plant fixed, is analyzed; in the remain- 
ing chapters of this part, successive chap- 
ters examine prices of input factors and 
cost behavior, technical change and costs, 


* Statistical Determination of Costs, With Special 
Reference to Marginal Costs (University of 
Press, Studies in Business Administration, 1936). 

’ See note 2 above. 

4 See note 1 above. 
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allocation of costs among products, selling 
costs, and costs and the size of plants and 
firms. It will be noticed, of course, that 
the chapters of part two are concerned 
with the determinants of cost as these are 
specified by economic theory. 

The difficulties uncovered in this book 
are impressive. As one reviewer appropri- 
ately stated, ‘the statistical difficulties of 
creating a synthetic state of ceteris paribus 
are enough to make the investigator turn 
for inspiration to the story of Joshua who 
was able to command the sun and the 
moon to stand still—and they did!’ 

The reviewer quoted also suggests that 
studies of actual case data might be more 
fruitful even though they do not satisfy 
the requirements of economic theory. The 
advantage would lie in getting straight at 
the factors which influenced the business- 
man. 

In a somewhat different connection, 
Robert Triffin™ also suggests taking more 
advantage of all relevant factual informa- 
tion and placing less reliance on general 
theoretical assumptions. Benjamin Hig- 
gins points out that the possession of sta- 
tistical demand and supply curves must 
be supplemented, if we wish to find out 
how entrepreneurs behave, with a knowl- 
edge of ‘‘whether these curves conform to 
entrepreneurs’ ideas about them, and what 
in fact guides their business policy.’ 

Hans Staehle makes similar suggestions 
when he says “I often wonder if statistical 
theories and techniques whose admirable 
development cannot fail to impress any- 
body qua intellectual exploit have not 
brought about a propensity to employ re- 
fined methods of inference where direct 
and complete knowledge would be readily 


1H. B. Economic Review, Vol. 34 


(March, 1944), p. 
2 Monopolistic Eoeanibiten and General Equilibrium 


ag (Cambridge: Harvard University Press, 1940), 


“Elements of Indeterminacy in the Theory of 
Non-Perfect Competition,” American Economic Review, 
Vol. 29 (Sept., 1939), p. 479. 


eated | 
terest 

1 eco- 

arks, 
it this 
favor- 

them 
t con- 

es. | 
alyses 
with 
he ex- 
> con- 

nting 

s dif- 
cost, 
omics 

as to 

them. 

.. has 
=ment 
enient 

nven- 

arily 

an to 
yn for 
miliar 
some- 

hat is 

infor- 

lcost | 
purse, 
ks re- 
» bea 
> role | 
fforts 
may 

o the 

three | 
one 
lerence 

| 


330 


available. Why go to all the trouble of 
measuring cost functions for the individual 
firm when it would be quite feasible to 
obtain from entrepreneurs (at any rate 
from those who open their books to the 
econometricians) the very best of informa- 
tion concerning the reasons for their deci- 
sions? Why not ask them directly, with all 
the caution required to avoid suggested 
answers, rather than try to infer in a most 
clever, but certainly roundabout, and 
probably incomplete way from dead rec- 
ords what probably is going to be a result 
irrelevant to actual business men’s deci- 
sions?” This would seem to be a reason- 
able point of view if the objective is to 
understand the behavior of entrepreneurs 
in a private enterprise economy. Whether 
and to what extent such a procedure might 
be followed in a different type of economy 
would, of course, depend on a variety of 
related matters which need not concern us 
here. 

There can be little disagreement with 
the objective of attaining a more realistic 
knowledge of business behavior, particu- 
larly in view of the formidable obstacles 
encountered in attempts to calculate the 
cost function within the present theoreti- 
cal framework of economic analysis. Never 
theless, it is impossible to ignore what is 
probably the most significant conclusion 
of these studies. This is the finding that 
over the range of observed output mar- 
ginal cost is constant and therefore a 
straight line. Since the observed range of 
output may be the usual range of output, 
it is possible that constant marginal cost 
is more generally prevalent than has been 
assumed in theory.4 

Obviously, this is in conflict with the law 
of diminishing returns, which has been 
the basis of economic analysis. If dimin- 

4 “The Measurement of Statistical Cost Functions: 
An Appraisal of Some Recent Contributions,” American 
Economic Review, Vol. 42 (June, 1942), pp. 331 f. 


% Dean, “The Relation of Cost to Output for a 
Leather Belt Shop,”’ p. 52. 
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ishing returns are assumed for the short 
run, the cost curve is the familiar U. 
shaped curve, which is to be contrasted 
with the straight line of the empirical 
studies. 

It has been pointed out from time to 
time that the short run is a somewhat 
vague concept. One might, in fact, say 
that the long run is composed of an in 
finity of short runs. But if the straight-line 
marginal-cost curve for a short run has 
any validity, then, at least when consid- 
ered superficially, the long-run curve can 
be nothing more than the total of a num- 
ber of straight lines, which would still be 
a straight line. 

However, several explanations have 
been offered which tend to explain the 
findings. What they involve is a modifica- 
tion of the basic assumption that plant and 
equipment do not vary with output in the 
short run. For instance, Stigler’ points out 
that, especially in trades in which fluctua- 
tions are frequent and great, entrepre- 
neurs will endeavor to secure flexibility 
in their operations. He suggests that flexi- 
bility may, in fact, be built into the plant. 
The plant would therefore be alterable to 
a number of short-run outputs of different 
quantities and, perhaps, styles or models. 
For each additional output to which the 
plant can thus be altered, the additional 
cost would be equal and hence result ina 
straight line when plotted. 

In a somewhat similar manner, Dean” 
points out that two technical situations 
may be distinguished: one in which the 
services of the fixed factors “‘are available 
only at a fixed rate” and a second in 
which their services ‘‘can be drawn off at 
varying rates.” In the first, diminishing 
returns would be fully applicable, since all 
equipment must be used whenever there 

% George J. Stigler, “Production and Distribution 
in the Short Run,” Journal of Political Economy, Vol. 
47 (June, 1939), pp. 305-327. 


17“The Relation of Cost to Output for a Leather 
Belt Shop,” pp. 5-7. 
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is any output. In explaining the second, 
Dean suggests the following: “If the fixed 
equipment and machinery involved in a 
process can be broken down into small 
units, so that each segment can be com- 
bined with variable productive services, 
it may be possible to avoid diminishing 
returns until all fixed equipment has been 
brought into operation. In other words, if 
each segment is equally efficient, new seg- 
ments can be introduced whenever returns 
to the equipment in use begin to diminish. 
This means that rising marginal cost can 
be postponed until all fixed productive fa- 
cilities have been brought into use.’”"* 
While the intricacies and ramifications 
of cost-function calculation might be 
profitably explored at greater length, 
particularly with respect to the statistical 
and accounting questions which arise, 
probably enough has already been said to 
satisfy the objective of stating the prob- 
lems in a general way, and, incidentally, 
of revealing the more significant points 


18 Tbid., p. 7. 
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which will no doubt ultimately require 
further clarification. Evidently, for exam- 
ple, the whole subject of marginal costs 
could be examined at greater length. The 
pertinence of the categories of economic 
theory to empirical cost analysis might 
also be further investigated. Finally, 
what has been revealed about diminishing 
returns suggests that less is known about 
this important matter than has been gen- 
erally thought. 

There is no reason to suppose that the 
application of the increasing refinements 
of economic theory in the calculation of 
cost functions will result in any early con- 
tribution to those concerned with the 
more practical matters for which the ac- 
counting data provide the basis for deci- 
sion. On the other hand, it cannot be de- 
nied that some of these calculations may 
prove useful under certain circumstances, 
as indeed break-even charts apparently al- 
ready are. Nor can it be overlooked that 
these developments may have an even 
more significant relationship to account- 
ing theory. 


ACCOUNTING ADMINISTRATION OF 
UNEMPLOYMENT INSURANCE 


T. R. LARIMORE 


scribe the type of administration that 

any state should establish; however, 
certain minimum requirements had to be 
fulfilled before the Board would approve a 
state law. This leeway in the Federal law 
allowed each state an opportunity to select 
an administrative agency in harmony with 
its peculiar needs, fitted into the composi- 
tion of the state government and the de- 
mands of local public opinion, and adapted 
to the plan of administering other state 
labor laws. 


T= SOCIAL SECURITY ACT does not pre- 


The functions and tasks of administra- 
tion of the Nebraska law here discussed 
are large in number and greatly varied in 
nature and difficulty. The Commissioner 
of Labor in Nebraska is made responsible 
for the administration of the law, and he 
has power and authority to establish 
proper rules and regulations, employ as- 
sistants, require reports, make investiga- 
tions, and take any necessary or suitable 
action for administration. A review of the 
essential functions indicates clearly the 
heavy burden resting upon the administra- 
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tive units for the successful carrying out of 
the purposes of unemployment compensa- 
tion legislation. One of the early functions 
is the establishment and maintenance of an 
adequate public relations and information 
service. 

Interpretation and clarification of the 
state law becomes an important task of the 
administrative agency. Office manage- 
ment, planning, and supervision of the 
budget are also duties of administration. 
Forms must be drafted; reporting proced- 
ures must be determined; accounting 
equipment and records must be selected; 
and proper routines for the collection, 
recording, and processing of information 
must be established. Additional functions 
include: the collection of pertinent em- 
ployee information; settlement of disputes; 
statistical research and actuarial analyses; 
and coordination and cooperation with 
other governmental agencies. 

The Unemployment Compensation Di- 
vision was established as a division of the 
Department of Labor under the supervi- 
sion and direction of the Commissioner of 
Labor, but as a separate administrative 
unit with respect to personnel, budgets, 
and duties. The early organization of the 
Division provided sections of administra- 
tion for information, legal counsel, ac- 
counting, field advisers, benefits, and re- 
search and statistics, in addition to the 
office of director. The organization is of a 
line-staff type with staff sections for re- 
search and statistics, in-service training, 
fiscal matters, personnel, and information. 
These staff sections provide joint func- 
tions for the employment service, benefits 
and claims, and accounts and records line 
operations; while all local office operations 
in the state are responsible on a line basis 
to the chief of the employment service sec- 
tion. Legal, accounting, and field sections 
were established early to determine em- 
ployer coverage and to start the adminis- 
tration of the law. 
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Within the Unemployment Compensa. 
tion Division, the director supervises the 
duties of the department heads and ad. 
ministrative assistants. The main division 
of responsibility is subdivided into ac. 
counts and records, claims and benefits, 
research and statistics, fiscal, legal, and 
personnel and training sections. Further 
division within the contributions and bene- 
fits sections is significant. The duties and 
responsibilities of the contributions section 
are divided and are assigned to a super- 
visor of contributions, a supervisor of tabu- 
lation, and a chief field adviser. Responsi- 
bility in the benefits section is divided 
among deputies for the determination unit, 
the adjustment unit, and the field unit, 
and the supervisor of the worker’s wage 
unit. 

The first consideration of the accounts 
and records section after its establishment 
early in August of 1937 was to satisfy the 
requirements of the Nebraska law, which 
specified that reserve accounts for individ- 
ual employers were to be established and 
maintained, and that these accounts were 
to be credited with all contributions paid 
by the employer to the compensation fund. 
The first responsibility assigned to the ac- 
counting section was the preparation of a 
contribution report form. Contributions 
were first due and payable on October 1, 
1937, for the first three quarters of that 
year. 

In July, 1937, approximately 30,000 “te- 
ports to determine liability” were sent by 
the Division to all potentially subject em- 
ployers in the state. The first report for the 
first three quarters of 1937 did not require 
the names and social security account 
numbers of workers, since benefits were 
not payable until 1939; consequently, no 
wage records were set up for individual 
workers for the year 1937. The activities 
of the section for 1937 were confined to the 
contributions procedure and included the 
establishment of records to handle con- 
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tribution transactions, the collection of de- 
linquent contributions, and the billing of 
delinquency interest. 

Since the early activity of the Division 
was concerned with the determination of 
coverage and the collection of the contribu- 
tions which were due for the first nine 
months of 1937, the first steps taken by the 
Division were the selection of personnel, 
the development of contribution forms, 
and the establishment of contribution pro- 
cedures. After the procedures were estab- 
lished and after reports were received, the 
next step was the establishment of forms 
and procedures for handling delinquent 
billings of contributions and interest and 
for keeping an adequate control of these 
items. Status reports were sent to employ- 
ers without regard to the number of per- 
sons employed, so that determination of 
status could be made by the Division after 
a report was received from the employer. 
The problem of procedures for records and 
controls was met by the accounting sec- 
tion. 

Procedures were then set up to provide 
for field calls on delinquent employers, and 
arrangements were made to transfer ac- 
counts to the legal section when the 
accounting section and the field unit had 
exhausted all reasonable means of collec- 
tion. A procedure was also required at the 
close of the first year for the certification 
of employer proof of credit to the Com- 
missioner of Internal Revenue as an offset 
against the Federal unemployment tax. 
This procedure is used annually at the 
Close of each Federal tax period. 

Certification for proof of credit against 
the Federal tax was a part of the account- 
ing task, but no particular problem was 
involved in 1937, 1938, or 1939, as com- 
plete records were kept of employer contri- 
butions. For 1940 and thereafter, however, 
experience rates for employers complicate 
the proof of credit procedure somewhat, 
since five rates are established, and since 
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employers receive credit against the Fed- 
eral tax for their contributions and for the 
difference between their contributions and 
the amount they would have paid had they 
not recefved a reduced rate. The account- 
ing section reports all this information to 
the Federal office. 

Contribution payments for 1938 intro- 
duced new accounting problems, because 
employers were required to report the 
names, social security account numbers, 
amounts earned, and the most recent full- 
time weekly wage for each worker covered 
by the contribution report. The section 
was required to establish and maintain a 
record of wage credits for each worker in 
order to have base-period wages available 
for benefit computations. 

The size of the collection probiem is sug- 
gested by the fact that 2,989 employers 
were covered by the system on January 1, 
1938, and these employers involved 3,180 
accounts in the Division. The number of 
employers increased gradually throughout 
the year and included 3,337 employers at 
the end of December, 1938, with 3,637 ac- 
tive accounts. At the close of 1939, 3,410 
employers were covered by the Nebraska 
law, and 3,688 employer accounts were 
maintained.! By December 31, 1937, Ne- 
braska employers had made contributions 
to the extent of $1,936,448. In 1938, 
$5,104,664 was added to the fund ac- 
count, and total collections for 1939 were 
$4,106,916. 

At the beginning of 1939 eligible unem- 
ployed workers were able to file claims for 
benefits based upon earnings in the first 
three quarters of 1938, and the accounting 
section was required to establish proced- 
ures for processing the payments of bene- 
fits and for charging the payments to the 
proper employer reserve accounts. A seri- 

1 
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ous accounting problem was involved in 
the original law, which provided a base 
period of eight quarters and required the 
addition of new quarters and the dropping 
of the oldest quarter periodically. This 
provision was amended in 1938, and the 
base period was fixed at the first four of the 
last five completed calendar quarters pre- 
ceding any benefit year; thus the expand- 
ing base period with the consequent rede- 
terminations of benefit rights was elimi- 
nated. 

The chief problem of the accounting 
section in 1940 was the introduction of 
experience rates for employers. The ac- 
counting section was required to devise a 
method for the computation of experience 
rates and to establish and maintain the 
records which were necessary to accumu- 
late the basic data for the computations. 
Experience rates were applied to contribu- 
tions in the first quarter of 1940 automati- 
cally and without any application for a 
reduced rate by employers. 

During the year 1940 the Unemploy- 
ment Compensation Division collected ap- 
proximately $2,970,000; however, since the 
benefit payments for this year amounted to 
approximately $1,840,000 the excess of 
collections over benefit payments was 
$1,130,000, and the fund balance was in- 
creased by this amount. The balance of the 
fund at the close of 1940 was $9,260,000. 
Collections for 1940 were generally below 
collections for 1939 as a result of experience 
rating which became effective January 1, 
1940. The average contribution yield for 
wages subject to the law during 1940 was 
1.93 per cent as compared with the stand- 
ard rate of 2.7 per cent effective during 
1939. This reduction of 0.77 per cent in the 
state average rate accounted for most of 
the decrease in collections.” 

At the close of 1940 the number of em- 
ployers subject to the Unemployment 
Compensation Law was approximately 4 


2 Fourth Annual Report of the Nebraska Unemploy- 
ment Compensation Division, p. 5. 
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per cent greater than at the close of 1939, 
and there was also an increase in the num- 
ber of units through which these employers 
reported. On December 31, 1940, 3,56) 
employers, involving 3,810 reporting units, 
were liable. 

In 1940 the individual records of earn. 
ings of workers were reported in each 
quarter by Nebraska employers to the Di- 
vision. During the year 546,833 such wage 
items were reported, representing approxi- 
mately 177,000 workers who earned wages 
in covered employment for 1940. This esti- 
mate of the number of workers included 
those workers who earned any part of their 
wages in covered employment. The aver- 
age monthly employment during 1940 was 
103,849 workers, as compared with 102,270 
during 1939.3 

Of the 3,547 active accounts January 1, 
1941, 1,250 had no benefits charged against 
them. This means that about 65 per cent 
of the accounts were charged with benefit 
payments of $1,795,046, or an average of 
about $780 for each account from which 
benefit payments were made. The relative 
number of accounts charged was highest in 
manufacturing with 83 per cent; next was 
82 per cent in construction; while the low- 
est was 38 per cent in finance, insurance, 
and real estate. 

The Nebraska individual reserve ac- 
count system contains within itself an ex- 
cellent internal audit, since every benefit 
payment must be charged to an employer, 
except in only a few cases in which the law 
provides otherwise, and detailed state- 
ments of all charges are furnished quar- 
terly to each employer. 

The fund balance for 1941 showed a net 
increase of 10.6 per cent from a little more 
than $9,000,000 at the beginning of the 
year to more than $10,000,000 at the end 
of the year. This increase was less than 
one-third of the average increase, 38.9 per 
cent, in funds of all states. A large part of, 
this difference was caused by experience 
Tbid., pp. 41-42. 
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rating, since only 16 other states had ex- 

ce-rating provisions in effect in 1941, 
and 11 of these had maximum or minimum 
rates which were higher than those of Ne- 
praska.‘ Benefits for the year were 57.1 per 
cent of the collections, or almost 8 per cent 
less than the 62.0 per cent of collections in 
1940. 

A net increase of 237 subject employers 
was recorded in 1941. Most of these addi- 
tional employers became liable because of 
the inclusion as subject employers of all 
firms with Nebraska employees which were 
subject to any Federal tax against which 
credit could be taken for State unemploy- 
ment compensation. At the close of the 
year 3,799 employers were liable. During 
1941, 581,216 wage items were reported. 
This number represented an increase of 
6per cent over 1940. The average monthly 
volume of covered employment increased 
about 7 per cent, from 103,849 in 1940 to 
111,313 in 1941. 

Contributions from subject employers in 
1942 increased appreciably during the year 
because of increased employment, whereas, 
on the other hand, benefits correspond- 
ingly declined. The reserve balance in the 
Fund at the close of the year 1942 was a 
little over $12,300,000. Covered payrolls in 
the state totaled $226,000,000 in 1942, a 
gain of about 53 per cent over 1941. 

In 1942 approximately 9 per cent more 
employers were covered by the Nebraska 
Law than in 1941. The net increase of 341 
subject employers was due largely to in- 
creased employment resulting directly and 
indirectly from the development of war 
projects in the state. Cash collections for 
the calendar year amounted to $3,070,815. 
Collections of employer contributions in- 
creased in 1942 over 1941 as a resuit of the 
increase in covered employment within the 
State and because new subject employers, 
many of whom had large pay rolls, were 
not eligible for reduced rates. The Nebraska 


‘ Fifth Annual Report of the Nebraska Placement and 
Unemployment Insurance Division, p. 37 
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Unemployment Compensation Fund in- 
creased 20.5 per cent in the calendar year 
1942, and the balance in the pooled ac- 
count increased 20.6 per cent. 

The primary function of the Division 
during 1943 was that of hoarding funds 
in anticipation of heavy demands after 
the war. Total collections during 1943 
amounted to $5,649,461; benefits were paid 
to the extent of $219,803; and the trust 
fund was increased to a grand total on 
December 31, 1943, of $17,767,579.° At the 
close of 1943, 4,282 employers were subject 
to the law.’ The average monthly volume 
of covered employment increased 5.4 per 
cent over the 1942 volume, from 137,225 
to 144,660. The number of wage items 
which were processed in 1943 increased 
25.1 per cent over 1942 to a total of 
926,147.° 

When employers’ reserve accounts are 
exhausted, benefit payments are charged 
to the pooled account. The balance in the 
pooled account at the close of 1943 was 
$1,718,927. The ratio of benefits charged to 
the account in 1943 in proportion to the 
credits to the account in that year was 
0.8 per cent, and the ratio of cumulative 
benefits to cumulative credits from Janu- 
ary 1, 1939, to the close of 1943 was 35.2 
per cent.® 

The accounts and records section of the 
Division has the task of maintaining com- 
plete and adequate records of all informa- 
tion which is necessary for efficient admin- 
istration and control. Records must be 
available which show covered employers 
and workers, contributions, benefit pay- 
ments, and the condition of the fund and 
the individual employer and worker ac- 
counts. Not only is the information re- 
quired, but it must be kept current so that 


5 Sixth Annual Report of the ents ee and 
Unemployment Insurance Division, he 

Seventh Annual Report of the "Placement 
and Unemployment Insurance Division, p. 6 

7 [bid., p. 21. 

8 Tbid., p. 22. 

Tbid., p. 25. 


336 


the correct information is readily available 
without delay and easily accessible. Com- 
petent administration is largely dependent 
upon relevant facts which are collected, 
analyzed, recorded, and interpreted by the 
accounting section. 

The chief accountant supervises, pro- 
vides for procedures to be used in the 
accounts and records section, and main- 
tains records which pertain to the financial 
operations of the Division, other than 
transactions which cover administrative 
grants or expenditures. The tabulating 
unit in the accounting section performs all 
of the International Business Machines 
processing activities in maintaining de- 
tailed employer and worker records, and 
in the preparation of benefit checks and 
wage records; and it performs all machine 
operations which are required to establish 
experience rates for employers, to compile 
contribution and wage reports, to charge 
benefit payments to employer accounts, 
and to provide statistical data and re- 
ports. 

The accounts and records section pro- 
vides for the collection of required con- 
tributions and interest and the processing 
and recording of information pertaining to 
the employers’ accounts, the pooled ac- 
count, and the wage records of all em- 
ployees covered by the law. This section 
establishes the employer contribution rates 
based on individual experience; maintains 
financial records and experience rating 
records, and prepares Federal and state 
financial reports; supervises the activities 
of the field auditors and all activities of the 
IBM machine-processing unit; and col- 
lects, with the aid of legal counsel, de- 
linquent contributions and interest. The 
section also provides, for internal check, 
internal audit, and control of the unem- 
ployment trust fund account, the clearing 
account, and the benefit account, and is 
responsible for the certification of contri- 
bution payments to the Bureau of Internal 
Revenue. The chief of this section is 
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designated as treasurer and custodian of 
the Unemployment compensation Fund. 

Tasks performed by the Supervisor of 
Contributions within the accounting see. 
tion include: the establishment and main- 
tenance of contribution and benefit pay. 
ment records and other financial data; 
the assessment and collection of delinquent 
contributions and interest penalties; the 
proper recording of transfers and termina- 
tions of ownership or inclusion of new 
employers; the preparation of proof-of- 
credit notices for employers; the computa- 
tion and verification of employer experience 
rates; and the computation and control of 
benefit charges to employers’ accounts, 
The field unit staff performs all field work 
with employers in connection with field 
audits, delinquent collections, coverage in- 
vestigations, advisory work, changes of 
ownership, claims for refunds, and miscel- 
laneous supervision. 

The chief concern of the accounting sec- 
tion is the final collection of the con- 
tribution amounts. Many activities are 
preliminary to the collection, however, and 
additional activities follow the collection 
of the contribution. An early step in the 
section involves the discovery and inclu- 
sion of all employers covered by the law. 
This work must be reviewed continuously 
so that new employers will be included and 
growing concerns will be covered when 
they meet the legal requirements. Consid- 
erable work is required to determine the 
status of individual employers who are on 
the borderline of inclusion. 

After the determination of coverage, the 
section is engaged in the determination of 
contribution amounts and the subsequent 
collection and recording of the contribu- 
tion information. The reports and state- 
ments must be filed for reference; audits 
are frequently required to check individual 
contribution amounts; and delinquent re- 
ports and penalties must be instigated. 
Considerable activity in the collection unit 
is concerned with proof of credit against 
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Federal taxes, claims for adjustment or 
refund by employers, and transfers or 
termination of ownership. The tabulating 
wit performs a large quantity of tabulat- 
ing and recording service in connection 
with the collection of contributions. Some 
special problems that required attention 
arose with regard to the nature of the em- 
ployer report and the proper report forms, 
the frequency of employer reports, the 
proper interpretation of the law, the loca- 
tion of the employer records, and the na- 
ture of the recording equipment and pro- 
cedure. 

The accounts and records section in- 
cludes four contact units and five inner- 
office units. The contribution unit, the 
coverage unit, the field unit, and the ad- 
justment and wage unit represent the con- 
tact units which have direct administra- 
tive relationship with the employers of the 
state. The tabulating unit, the file unit, the 
treasury unit, the accounting control unit, 
and the benefit charge-back unit are inner- 
office units and serve each other and the 
contact units. 

The administration of collections in- 
volves the contributions unit, the tabu- 
lation unit, and the field unit in the 
accounting section. The chief direct ad- 
ministrative organization is the contribu- 
tion unit. In the contribution unit is the 
Supervisor of Contributions, who has 
charge of the collection activities and 
records of employer accounts. Contribu- 
tion analysts are available in this unit to 
check the accuracy and completeness of 
employer reports and to analyze adjust- 
ment claims. Charge-back analysts have 
charge of the employer accounts for the 
purpose of making correct benefit charge- 
backs to the appropriate accounts, and 
coverage clerks maintain vigilance over 
employers in the state to make sure that 
all subject employers are covered by the 
provisions of the law. The field unit assists 
the contribution unit by making field visits 
and audits, and the tabulating unit pro- 
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cesses the reports and account entries for 
the reserve accounts. 

The contribution unit examines and 
processes employer contribution and wage 
reports; it maintains employer delinquency 
control on contribution and wage reports; 
it directs the collection of required con- 
tributions; and it determines the collection 
p ‘icy for delinquent accounts with respect 
to field and legal action. The contribution 
unit further determines and collects inter- 
est on delinquent employer contributions; 
it prepares contribution journal entries 
with respect to contributions and interest; 
it maintains subsidiary ledgers for con- 
tribution receivables, dishonored checks, 
and interest receivables; and it prepares 
schedules of subsidiary ledgers for cutoff 
purposes. All correspondence with em- 
ployers and field representatives in connec- 
tion with the above functions is handled by 
the contribution unit, and work reports are 
furnished to the Division central office. 

The field unit is a part of the accounting 
section and maintains a doubtful file of 
employers’ accounts, a file of field advisers’ 
reports, a file record of audits, an itinerant 
service routine control file, and a corre- 
spondence file which pertains to employer 
accounts. The field unit determines the 
necessity for and performs audits of em- 
ployer records in connection with contribu- 
tion and wage reports, bankruptcies, or 
liquidations, and activities relating to par- 
tial unemployment. The unit also performs 
internal check and audit of employer’s 
records in connection with overpayment of 
benefits. The field unit advises employers 
relative to their rights and obligations in 
connection with liability determination, 
contribution and wage reports, and experi- 
ence rating; it performs investigations with 
respect to employer liability determina- 

tion, correction of social security numbers, 
and adjustment of employer contribution 
and wage reports. Contacts are made by 
this unit with employers to collect re- 
quired contributions and interest, and the 
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unit investigates contested benefit deter- 
minations in relation to the employer’s 
records. The unit furnishes required work 
reports to the Division office. 

The coverage unit obtains reports from 
employing units to determine liability; it 
examines and analyzes the reports to de- 
termine liability, and assigns employer 
account numbers. This unit receives ap- 
plications for termination of coverage, 
termination of business, and change of 
ownership, and processes the necessary 
reports. It maintains master history rec- 
ords of employers who have been and are 
subject, and performs periodic audits and 
investigations of all non-subject and doubt- 
ful accounts. The coverage unit+issues cor- 
rection advices with respect to new em- 
ployers, changes in ownership, termination 
of accounts, changes in contribution rates, 
and changes in names, addresses, and num- 
bers. The unit handles correspondence 
with employers and memoranda with 
the field representatives relating to the 
above matters, prepares monthly reports 
of status changes, and furnishes required 
work reports to the Division office. 

The adjustment and wage unit issues 
debit and credit memoranda with respect 
to required contributions; it maintains the 
overpayment-of-contributions journal and 
makes the necessary internal adjustment 
entries in connection with refunds. This 
unit furnishes information to the benefits 
and claims section for possible stop orders 
in connection with wage adjustments; and 
examines and verifies wage lists, including 
adjustment of irregular wage reports, miss- 
ing and incorrect social security numbers, 
and related activities. Correspondence with 
employers and field representatives with 
regard to the above functions is handled by 
the adjustment unit, and work reports are 
furnished to the Division office. 

The treasury unit receives cash, ex- 
amines and deposits remittances in pay- 
ment of contributions, interest, and refunds 
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of benefit overpayments, verifies benefit 
checks and corresponding registers, and 
performs check-signing operations. This 
unit performs functions in connection with 
reconcilement of the benefit payment ac- 
count, including the maintenance of the 
cancelled benefit check file; maintains re- 
quired balances in the clearing account for 
transfer to the trust fund account, and in 
the benefit payment account for the pay- 
ment of benefits; and handles related cor- 
respondence. The treasurer’s books of 
account with respect to the trust account, 
the clearing account, and the benefit ac- 
count of the Unemployment Insurance 
Fund are maintained by the treasury unit, 
and a monthly analysis of the clearing ac- 
count and of the benefit payment account 
is prepared for the Social Security Board. 

The accounting control unit performs 
control functions such as the reconcilement 
of: a) the clearing account and the benefit 
payment account with the bank balances; 
b) employer and pooled reserve balances as 
reflected by the tabulating records with 
the general ledger control accounts; and 
c) the various subsidiary ledgers with the 
corresponding control accounts. Transfers 
of employer reserve balances, including 
transfers to the pooled account of reserve 
balances if the accounts have been termi- 
nated, are determined and performed by 
the control unit. Periodic analysis of the 
pooled account to indicate solvency is also 
maintained by this unit. Further functions 
of this unit are the maintenance of subject 
wage records and reconcilement of such 
records periodically with contributions due 
and paid in order to facilitate the establish- 
ment of annual employer contribution 
rates. This unit prepares amended certifi- 
cations for contribution payments to the 
Bureau of Internal Revenue and maintains 
related records; it prepares monthly state- 
ments of financial condition for the Social 
Security Board, and other reguired inter- 
nal operating reports. 
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The accounts and records section in- 
cludes the tabulating unit. In addition to 
the strictly accounting duties of processing 
contributions and wage reports, the tabu- 
lating unit processes initial benefit claims, 
pay orders, benefit charges to employers’ 
reserve accounts, proof-of-credit informa- 
tion, and statistical data. The tabulating 
unit requires several key-punch machines, 
one of which is a summary punch; two 
horizontal sorters, one of which is equipped 
with a card-counting attachment; one 
thirty-two-counter tabulating machine; 
one fifty-six-counter tabulating machine; 
one high-speed reproducer; one collator; 
one interpreter; and one cross-footing mul- 
tiplier. 

Machine equipment is imperative in 
order to reduce the time requirement for 
the processes, especially in benefit pay- 
ment procedures; and, since the equipment 
can be used in accounting processes also, 
the Social Security Board recommends its 
use for accounting purposes. 

The tabulating unit performs machine 
operations for crediting employer accounts 
with contributions and interest payments, 
for transfer of reserve balances, and for 
initial certifications of contribution pay- 
ments to the Bureau of Internal Revenue. 
The unit maintains by machine and man- 
ual operation the current workers’ wage 
files, the operations including key-punch- 
ing of individual wage items and collating 
the quarterly wage cards for benefit de- 
terminations. Wage cards are withdrawn 
from the wage file in the tabulating unit, 
and the information on the transcripts for 
benefit determinations is tabulated. The 
unit performs machine operations for han- 
dling benefit claims, for pay orders and 
Stop orders, and for writing benefit checks; 
and performs further machine operations 
in connection with the charging of benefit 
payments to employer accounts, including 
charges to the pooled account. The tabu- 
lating unit performs machine functions for 
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computing reduced contribution rates, 
and for statistical and other required re- 
ports. 

The accounting section also maintains 
records for the charge-back unit. Deferred 
charge-back files on pay order cards, and 
ledger files for the details of employer re- 
serve accounts, are maintained in the 
charge-back unit. This benefit charge-back 
unit determines the sequence of charging 
employers’ accounts with benefit payments 
and computes the charges to each em- 
ployer. It performs necessary functions in 
preparing multiple charge-backs, partial 
payment charge-backs, and continued 
charge-backs for the tabulating unit. It 
prepares the necessary adjustments relat- 
ing to overpayment of benefits, including 
subsequent offsets or refunds, and adjust- 
ments in connection with experience rat- 
ings. The unit maintains the benefit over- 
payment journal and the corresponding 
subsidiary ledger; it processes benefit ad- 
justments and prepares the required jour- 
nal entries; it handles related correspond- 
ence and furnishes the required internal 
work reports. 

The file unit maintains card files of sub- 
ject, non-subject, and doubtful employers, 
and related cross-index controls. It main- 
tains files for contribution and wage re- 
ports, and acts as custodian of, and main- 
tains, subsidiary ledgers for employer re- 
serve accounts. This unit files and maintains 
the necessary records for correspondence 
with employers relating to contributions, 
experience rating, coverage, and benefit 
charges. 

The accounts and records section main- 
tains eight journals for record-keeping pur- 
poses. The contribution journal is used to 
record transactions involving the process- 
ing of contributions. A journal is main- 
tained for benefit payments and con- 
tributions receivable; and a contribution 
analysis journal provides for a breakdown 
by calendar quarters of each calendar year 
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for contributions paid. An interest journal 
records the interest on delinquent contri- 
bution payments, and a claims-payable 
journal is used to record claims filed by 
employers for refund on adjustment of 
overpayment of contributions and inter- 
est. Benefits due from claimants as a result 
of overpayment are recorded in a special 
journal; dishonored checks are recorded in 
a dishonored-checks receivable journal; 
and a general journal is maintained to 
record contributions receivable charged to 
suspense, cancellation of interest receiv- 
able, and for benefits due from claimants 
and charged to suspense. 

A general ledger is maintained, and 
subsidiary ledgers are established for con- 
tributions receivable, interest receivable, 
benefits receivable, benefit adjustments, 


dishonored-checks receivable, contribu- 
tions subject to refund, employer reserve 
accounts, claims payable, and suspense, 
The accounting information is processed 
from original documents through journals 
to the general and subsidiary ledger ac- 
counts. 

The accounting section of the Division 
has developed in response to the growth of 
the administrative problem and in the 
direction dictated by the special record 
requirements. The selection of personnel 
has been fortunate, and the system of 
accounts and records has been competently 
planned and executed. Commendation is 
due the Division and the accounting sec- 
tion for efficient administration and ac- 
cumulation of relevant data for the control 
of a relatively new public social program. 


DR. STANDS FOR DEBIT 


GRANT I. BUTTERBAUGH 


in the accounting laboratory at the 

university finishing their term prob- 
lem. One asked the other, “I wonder why 
they use the abbreviation dr. for debit in 
accounting? I can see the sense of cr. for 
credit, but not dr. for debit.” ‘Search 
- replied his friend. Perhaps such a question 
has flashed through the minds of countless 
thinking students who have been unable to 
pause long enough, in their eagerness to 
get on with the business of learning to use 
the techniques of accounting, to permit 
them to investigate the sources and evolu- 
tion of such details. 

Relatively few students of accounting or 
those who use it in their daily work, on 
reading the newspaper accounts of the 
progress of our victorious army in Italy, 
would be likely to associate that country 
with the origin of double-entry bookkeep- 


T* COLLEGE students were working 


ing. However, from all available facts now 
at hand, we are indebted to Italy for 
originating double-entry bookkeeping, and 
we know that the basic ideas of the method 
were in use there no less than 600 years 
ago. 

If the Naples Museum has not been lost 
through fire or the ravages of war, Ameri- 
can boys strolling through its halls may 
come upon a picture of two men con- 
nected with early bookkeeping history. 
One of these is a saintly-looking man in a 
monk’s hooded cassock who appears e:ther 
to be drawing a geometric design as he re- 
fers to an open book, or lecturing about 
mathematics. The other is an aristocrat, to 
judge by his well-groomed wig, white 
gloves, and luxurious coat with fur lapels. 
The aristocratic-looking gentleman stands 
beside his friend and appears to be more 
interested in posing for his picture than in 
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listening to the educational demonstration. 
The monk is Lucas Paciolo or Luca Pacioli 
(or, as he might have written his name in 
full—Frater Lucas de Burgo Sancti Sepul- 
cri), an important name in the history of 
double-entry bookkeeping. The other man 
is “His illustrious Highness, the most hon- 
orable and magnanimous Duke of Urbino” 
to whom Pacioli dedicated his first mathe- 
matics book. This Brother Luca of the 
City of the Holy Sepulchre was a monk of 
the order of St. Francis. He was born in 
the little town of Sancti Sepulcri or San 
Sepolcro, in the Province of Arezzo, Tus- 
cany, about 1445-1450. Pacioli is credited 
with making the first printed reference to 
the double-entry system of bookkeeping; 
in fact, he is sometimes, though errone- 
ously, called the “father” of double-entry 
bookkeeping. 

In a book on mathematics written 
shortly after Columbus discovered Amer- 
ica, 1494 to be exact, and dedicated by 
Pacioli to the Duke of Urbino, bookkeep- 
ing makes up one section. Although the 
volume was given the imposing title of 
“Summa de Arithmetica Geometria Propor- 
tioni e Proportionalita”’ (literally, ‘““Every- 
thing about Arithmetic, Geometry, and 
Proportion’’), Pacioli gave relatively little 
space to bookkeeping and did not include 


everything on the subject of double-entry, 


bookkeeping that was known at that time. 
What he did was to explain the system 
used in Venice, which, he said, was cer- 
tainly to be recommended above all the 
others. 

The liberation of the town of San Sepol- 
cro on August 6, 1944, introduces another 
interesting detail connected with the life of 
Pacioli. San Sepolcro, which is located 
about twenty-five miles up the Tiber River 
from Perugia at a point where that river 
bends westward into Tuscany, was the 
birthplace of this eminent author, mathe- 
matician, and educator. Soldiers walking 
along under the Loggiato della Laudi, fac- 
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ing the Municipal House of San Sepolcro, 
ought to find in place a tablet dedicated to 
Pacioli. In 1878 the people of this town 
erected a mural tablet in commemoration 
of their illustrious citizen which bears the 
following inscription: 

“To Luca Pacioli, friend and advisor of 
Leonardo da Vinci and Leon Battista Alberti who 
first gave language and scientific structure to 
algebra and encouraged the great discovery by 
applying it to geometry; taught Double Entry 
Book-keeping and composed mathematical works 
which form the unchangeable basis for future 
studies. At the instigation of their Society of 
Commercial Workers the population of San 
Sepolcro shamed by 370 years of forgetfulness 
have erected this tablet to their great citizen, 
1878.” 


Also located in San Sepolcro was the 
convent of which Pacioli was named Com- 
missioner in February, 1510. 

Luca Pacioli was definitely neither the 
inventor of double-entry bookkeeping, the 
father of bookkeeping, nor the first writer 
on the subject. He was a teacher of mathe- 
matics who picked up the art of bookkeep- 
ing in Venice and in his travels, and 
included a section on the subject as part 
of his treatment of arithmetic in his book 
on mathematics. Double-entry bookkeep- 
ing was in use in Italy at least 100 years 
before Pacioli was born and no one can say 
just when, where, or with whom it actually 
originated. The accounts of the stewards 
to the local authority of Genoa for the year 
1340 are the earliest known records show- 
ing a complete system of double-entry. 
Books of the year 1278 exist but they were 
not kept by this method. There are ac- 
counting records of a Genoa bank dating 
back to 1408, which were also kept by the 
double-entry method. 

Next in point of age are the ledgers of 
the firm of Donado Soranzo and Brothers, 
merchants of Venice, preserved in the 
State Archives of Venice. One of the two 
extant ledgers covers the period from 1406 
to 1434. This ledger has a Profit and Loss 
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account and a Capital account. It is well 
known that the art of bookkeeping was 
rather fully developed by the beginning of 
the fifteenth century, but full advantage 
was not taken of the possibilities for use- 
fulness of a set of books. This is shown by 
the fact that a ledger kept by Andrea 
Barbarigo between 1440 and 1449 does not 
show even one attempt at balancing. An- 
other ledger, kept by his son Nicolo, from 
1456 to 1482, was balanced only once, and 
that was when the ledger was completely 
filled in the year 1482. Although Nicolo 
Barbarigo was unaware of the benefits to 
be derived from the preparation of a Profit 
and Loss Statement and a Balance Sheet, 
he did, at least, determine the annual 
profit or loss each year. 

Thus we see that bookkeeping by the 
double-entry method was well established 
when Pacioli wrote his “Summa.” History 
does not tell us whether Columbus kept 
books on his voyages of discovery to Amer- 
ica, but if he kept them in the most up-to- 
date manner of his time, he must have used 
double-entry. The first known writer on 
bookkeeping was Benedetto Cotrugli, of 
Ragusa, Dalmatia, who wrote a treatise 
called “Della mercatura et del mercante 
perfetto” (Of Trading and the Perfect 
Trader) which, although not printed until 
1573, had been written as far back as 1458. 
This book contains a short chapter on 
bookkeeping, enough to show that Cotrugli 
was familiar with the double-entry sys- 
tem; but, except that it was the first known 
writing on the subject, the work is not 
important. The description of double- 
entry bookkeeping by Pacioli was impor- 
tant, for it spread the knowledge of the 
method far beyond the boundaries of 
Italy. Subsequent to Pacioli, books were 
written by Giovanni Tagliente in 1525 and 
Domenico Manzoni in 1534. These Italian 
writers did not advance the knowledge of 
double-entry bookkeeping greatly. They 
followed Pacioli and, like him, failed to 
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grasp the true meaning, function, or con- 
struction of the trial balance; separate 
financial statements, such as the Balance 
Sheet and the Profit and Loss Statement, 
were not then the focus of the system as § 
now. 

It is of interest to note that a German 
merchant of Nuremburg, named Johann 
Gottlieb, was the author of a treatise on 
double-entry bookkeeping in 1531. He was 
not the first writer on bookkeeping in his 
country, having been antedated eight 
years, to our knowledge, by H. Schreiber, 
an arithmetic teacher, who prepared a 
rather confused explanation of what seems 
to be a single-entry system. 

The first book on double-entry book- 
keeping in English was a reprint by John 
Mellis in 1588 of a book written by Hugh 
Oldcastle and published in 1543. Although 
no copy of Oldcastle’s book is definitely 
known to exist, we do have a transcription 
of it. On comparison it is found to be very 
largely a translation of Pacioli’s work of 
1494. Also in 1543, the first known work in 
Dutch on this subject was published by 
Jan Ympyn Christoffels, a merchant of 
Antwerp. 

Italy was the fountain-head of double- 
entry bookkeeping and the source of the 
system long known as the “Method of 
Venice.” Although the methods used in 
Italy spread to all parts of Europe, where 
many additions and changes were made in 


. them as.time went on, Italy and Italians 


receive credit for originating and first using 
double-entry. To illustrate how tenacious- J 
ly the idea persists that it was the Italians 
who originated the method of double 
entry, we find as late as 1838 a book 
published in the United States by John 
C. Colt entitled “The Italian Science 
of double-entry book-keeping . . . .” This 
book went through forty-five editions up 
to 1855 but the word “Italian” was 
omitted from the title-page after the first 
edition in 1838. The last book published 
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in the British Isles to give credit to the 
Italians may be of even later date, but 
there was one in 1827 by William Jackson 
of Dublin. It was called ““Book-keeping in 
the True Italian Form.” It is interesting to 
note that this was a new edition of a pre- 
vious book first published in 1792, written 
by Daniel Dowling in 1766. 

In the days of Pacioli (1494), Manzoni 
(1534-1574), and Oldcastle and Ympyn 
(1543), the Italian method instructed the 
bookkeeper to use the terms “per” and 
“q” in the journal. “per’’ indicated the 
debitore or debtor, the “‘dee dare” or “shall 
give” part of the entry. The “a” stood for 
creditore or creditor, the ‘‘dee havere’”’ or 
“shall have” part of the entry. Never was 
any item entered in the journal unless it 
was preceded by one of these two expres- 
sions. The term “per” stood at the be- 
ginning of each entry because the debtor 
must always be named first; immediately 
after the debtor, the creditor was entered 
preceded by the term ‘‘a,” the credit item 
being separated from the debit item by two 
little slanting parallels, thus, //. In those 
days the journal entries were written in 
text form with details of explanation and 
amount following in the same paragraph. 

In 1608, Simon Stevin simply used the 
term “debit per” between the names of 
debtor and creditor; Dafforne, 1638 to 
1684, never used the words “debit” and 
“credit” but always ‘“‘debitor” and “‘credi- 
tor.” He wrote “debitor to” instead of 
“debit per” as used by Stevin, and dropped 
the use of the slanting lines between the 
debit and credit entries, though he used 
but one money column. In 1633, Ludovico 
Flori used simply “‘al/a”’ for the preposition 
“a” after the two slanting lines to indicate 
the credit entry, thus abandoning the tra- 
ditional words “‘per’” and “a” (for and to) 
which had been in use so long. 

The first writers on bookkeeping per- 
sonalized all accounts because accounts 
were first opened only to debtors and credi- 
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tors. The terms “dee dare’ (debit) and 
“dee havere’” (credit) meant respectively 
“shall give” and “shall have.”’ Even those 
accounts not opened for debtors and credi- 
tors were treated as for persons who “shall 
give” or “shall have.” If this was not ac- 
tually thought of as personification by the 
authors, at any rate they used the idea as 
a teaching aid; it seemed to simplify their 
method of teaching double-entry. In 1633 
Flori specifically said that all inanimate 
accounts were to be thought of as real per- 
sons for the purposes of entering transac- 
tions. As late as 1867 Francesco Marchi 
was an ardent advocate of the personalistic 
theory. He stated that all accounts were 
chargeable to real persons and therefore all 
accounts must be thought of as personal 
accounts. 

In the evolution of accounting theory, it 
took several hundred years for the ideas 
we now hold to develop and take definite 
shape. The heading of the early ledgers 
used the words ‘“debet” (now debit) and 
“credit,” and the entry was written as if 
the account represented a person, for ex- 
ample, “ABC is Debitor” and “ABC is 
Creditor.”” This mode of heading the ac- 
counts developed into “ABC is Debitor” 
on the left side and “per contra” on the 
right side of the account. Later, just the 
abbreviations ‘‘Dr.” and “Cr.” were used, 
with the name of the account in between. 
Finally, the abbreviations themselves were 
dropped, leaving only the name of the ac- 
count; and it was understood that the left 
side was for debit entries and the right side 
for credit entries. 

The abbreviation “Dr.” for debtor or 
debit is found as early as 1683 in a book 
entitled “Idea rationaria, or the perfect 
accomptant, Necessary for all Merchants 
and Trafficquers; Containing the true form 
of book-keeping, According to the Italian 
Method ... ,” published by Robert Colin- 
son of Edinburgh. (There is no evidence 
that the fact that he was a Scotsman had 
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anything to do with this saving of space 
and ink.) From that date forward, the use 
of Dr. for debtor or debit and Cr. for credi- 
tor or credit became common. 

The dropping of the words ‘“‘debet,” 
“debitor,” “debtor,” “debit,” “creditor,” 
“credit,” “per contra,”’ and the abbrevia- 
tions “Dr.” and “Cr.” from ledger ac- 
counts marks the passage from the old 
personification idea to the statistical con- 
cept. Accounts in modern systems may be 
reduced to single sheets—statistical tabula- 
tions—with figures thought of as “blacks” 
and “reds” instead of “debits” and “cred- 
its.” Or, there may be debit and credit 
entries on the same sheet distinguished 
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simply by the color of the typewritten fig- 
ures. 
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THE ACCOUNTING 


INSTRUCTOR 


DANIEL LiIPskKy 


DUCATORS are becoming increasingly 
aware of the importance of campus 


activities outside the formal class 
room as an integral part of collegiate edu- 
cation. These activities, most commonly 


termed “extra-curricular,” are extra only 


in the sense that as yet few colleges, if any, 
require participation in them to obtain a 
degree. Many institutions, however, utilize 
the voluntary services of faculty advisers 
for student clubs and organizations. A 
number, in addition, have centralized serv- 
ices in this area, in some instances to the 
extent of assigning personnel to and pro- 
viding facilities for what may be called a 
student activities office. 

The function of the student activities 
office in general is to help develop a coordi- 
nated activity program best suited to the 
needs of the particular student body. 
Among the responsibilities which might 
be assigned to this office are: to assist stu- 
dents in the formation of new groups; to 


help plan club programs; to advise stu- 
dents on the management of student or- 
ganization finances; to enlighten faculty 
advisers and to coordinate the work of the 
individual advisers; to provide meeting 
rooms, allocate space for social and special 
functions, and to check on scholastic eligi- 
bility of student officers. To carry out some 
of these responsibilities effectively, spe- 
cialized training is required that is not 
possessed by the average faculty adviser. 
One of these areas of responsibility is the 
management of finances. Because of their 
familiarity with accounting and business 
procedures, and their training as teachers, 
accounting instructors are particularly 
qualified to serve in that area. 

Whenever funds are raised or spent by 
student organizations, there will be prob- 
lems of safeguarding and budgeting funds, 
keeping accounting records, and preparing 
financial statements. Instructors in many 
departments serving as advisers do not 
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s the interest or the training to give 
counsel on this phase of student group ac- 
tivities. For this reason, the services of a 
special financial adviser should be made 
available through the student activities 
office. This financial specialist should pos- 
sess not only a background in business, 
accounting, and auditing, but also, as with 
all of the other personnel of the office, an 
ability to work with students. 

At some institutions the financial spe- 
cialist will be called upon to serve in the 
student activities office on a full-time basis. 
At others, because of the size of the in- 
stitution or for budgetary reasons, the 
services of the specialist will be made 
available only on a part-time basis. In the 
latter instance it would be convenient for 
a member of the staff of the accounting or 
business department to carry a reduced 
teaching load while serving in the student 
activities office. It may also be noted that 
there are some educators who believe that 
a better job of student activity guidance 
can be done if the individual has contact 
with the student body both as a classroom 
teacher and as a counselor. Where such 
philosophy prevails, the instructor is as- 
signed to a combination teaching and 
counseling program. At Brooklyn College, 
one of the four municipal colleges of the 
City of New York, where special attention 
has been paid during the past several years 
to the development of the student activi- 
ties program, the personnel of the student 
activities office, in addition to the coordi- 
nator of student activities and a number of 
assistants, includes a part-time financial 
specialist and a full-time clerical assistant. 

The function of the financial specialist is 
to explain the need for accurate and ade- 
quate business and accounting records, to 
point out the responsibilities of individuals 
properly to account for funds entrusted to 
them, and to show the advantages of finan- 
cial planning. He must devise accounting 
systems—usually rather simple systems— 
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and instruct the financial officers of the 
student organizations how to use them. 
The financial adviser will also have to help 
the student treasurers prepare statements 
and reports. If he should be called upon 
to do any auditing, he may have to prepare 
statements and reports of his own. 

Students often fail to comprehend the 
need for financial planning. Financial plan- 
ning, students should be taught, is just as 
much a part of the function of the organ- 
ization and its members as any other ac- 
tivity. This involves planning not only for 
the current semester or year but also for 
the years ahead. If budgets must be based 
on a somewhat uncertain current income, 
it is difficult to plan most effectively unless 
there is a surplus or reserve for emergen- 
cies available upon which to draw if the 
income should not materialize as expected. 
For a period of years, then, budgets should 
include allowances for the accumulation of 
a cushioning surplus. After a sufficient 
excess has been accumulated, the organiza- 
tion should then act to increase its ex- 
penditures for the benefit of its members 
or subscribers or reduce its privilege rates. 
A dues-supported club could either in- 
crease its expenditures for the welfare of its 
members or reduce its dues, or both; a 
publication could similarly increase the 
number of pages or the number of issues 
or reduce its subscription price. Only a 
trained financial specialist would be in a 
position to offer such concrete counsel. 

The business and financial counseling of 
student groups is carried on primarily by 
conference with students, singly and in 
groups. The specialist, for the most part, 
works with the treasurers of the student 
organizations. He also meets with financial 
committees of these groups and at times is 
requested to attend a full meeting of an 
organization to discuss financial policy, or 
to explain the need for bills or other proofs 
of expenditure, or the value of systematic 
business procedures. The financial special- 
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ist on occasion also advises faculty ad- 
visers. In addition to his counseling of stu- 
dents and faculty advisers, he will have to 
spend time in consultation with other 
members of the student activities office 
and with such faculty committees or ad- 
ministrative officers as are responsible in 
the area of student organization guidance. 
Though time-consuming, this consultation 
is undoubtedly valuable. It serves to keep 
the responsible individuals informed. With 
the resulting better knowledge of the en- 
tire field of activities, the financial adviser 
himself is in a position to counsel more 
effectively than if he were withdrawn from 
the other areas of guidance. Furthermore, 
inasmuch as finances are intimately linked 
with almost all phases of student organiza- 
tion activity, it has been found that the 
financial specialist can be of help in consid- 
ering many of the general problems that 
arise in connection with a student activi- 
ties program. 

There are two other aspects of student 
organization finances that are important, 
namely, auditing and control over student 
organization funds. In most institutions, 
a compulsory fee is levied to provide funds 
for student activities. In many of these 
schools, however, student groups are per- 
mitted to raise additional funds, and, in 
colleges where there is no compulsory fee 
or for organizations that do not share the 
proceeds of a compulsory fee, funds can be 
obtained only by other means. These other 
means include: the collection of dues and 
initiation fees; charging of admissions to 
dances, performances, and athletic events; 
the sale of student publications; the oper- 
ation of a student-owned enterprise, such 
as a bookstore; the sale of buttons, flowers, 
or tags; the collection of contributions; 
and borrowing. When a college permits 
students to collect funds in the name of a 
student organization chartered by the 
college or recognized on its campus, it can- 
not avoid the responsibility of making 
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reasonable provision to assure the proper 
handling of such funds, regardless of the 
method or purpose of collection. Not only 
is the name of the college involved, but it 
must also be remembered that many stu- 
dents are minors in the eyes of the law and 
cannot be held financially responsible. 

The college can discharge its responsi- 
bility in various ways. Training in the 
handling of funds is part of the training 
individuals should receive in being edu- 
cated to live in a money economy. Because 
of the training that can be obtained by 
students responsible for the finances of 
student activities, some people favor a 
large degree of freedom in the student 
handling of funds. At some institutions 
students are permitted to deposit their 
funds in banks of their own choosing and 
to disburse the funds themselves. Consul- 
tation with or approval by a faculty ad- 
viser may or may not be required. With 
such a degree of student control it seems 
clear that a college would not be meeting 
its responsibility unless it were to make 
available the services of a financial adviser 
and facilities for the verification of student 
organization accounts. The financial spe- 
cialist might be the one to perform the 
audit or supervise the auditing service. 

Other educators favor granting students 
less discretion in the handling of funds, as 
well as imposing stricter controls. Student 
organizations may be required to deposit 
their funds at the business office of the 
institution. Disbursement is made only by 
a designated college business officer on re- 
quest by the student organization. 

There is an intermediate arrangement. 
In some colleges a central college deposi- 
tory for student organization funds has 
been set up as a service to the students. 
It is operated not in the business office of 
the college but as part of the student activ- 
ities office. Organizations open accounts 
with the central depository on a voluntary 
basis. One of the educational advantages 
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of a depository operated as a division of the 
student activities office is that it affords 
greater opportunity for student business 
oficers to obtain advice relating to the 
fnancial affairs of their respective student 
organizations and, more important, it af- 
fords increased opportunity for advice to 
be offered by those familiar with student 
organization financial problems. 

If a central depository is operated sepa- 
rately from the business office of the insti- 
tution, the financial adviser may be called 
upon to serve also as supervisor of the de- 
pository. It may be noted, however, that 
under such circumstances the financial 
adviser would have a certain degree of con- 
trol over funds on deposit and could no 
longer function as an independent auditor 
of student organization accounts. Audits 
of student organization records could be 
made by another member of the staff or 
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continue to be made by the financial 
specialist with due allowance for his quali- 
fied position. In any event, however, it 
would be desirable to have an audit of the 
depository itself. This latter would prob- 
ably be entirely acceptable only if per- 
formed by an independent public account- 
ant. 

As has been indicated, there is no uni- 
form pattern in which the educational 
activities in the area of student organiza- 
tion financial guidance may be carried on. 
The pattern depends on the age and type 
of student, educational philosophy, and 
available personnel and facilities. Regard- 
less of the arrangements adopted, however, 
the services of a specialist are imperative 
for the best guidance of students in the 
financial activities of their student organi- 
zations. 
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THE ACCOUNTING EXCHANGE 


A. C. LITTLETON 


Jeremiah Lockwood, professor of accounting and 
chairman of that department in Wharton School of 
Finance and Commerce, died June 7, 1945. As a Certi- 
fied Public Accountant he was active in the work of the 
Philadelphia Chapter of the Pennsylvania Institute; as 
a teacher he had been on the instructional staff of the 
University of Pennsylvania for twenty-five years. 


LANs are being made that have much 
Prrnis for bringing the American 

Institute of Accountants and the 
American Accounting Association into 
close cooperation for considering the edu- 
cational problems of accountancy. 

Commitiees on Education. A committee 
on education has been appointed in each 
organization. John W. Queenan (Chicago) 
is chairman for the Institute, and asso- 
ciated with him are Albert W. Torbet 
(Chicago), Frank G. Short (San Fran- 
cisco), Carl W. Christiansen (Providence), 
and Christopher H. Knoll (New York). 
Dean Henry T. Chamberlain (Loyola) is 
chairman for the Association, and asso- 
ciated with him are W. A. Paton (Michi- 
gan), S. G. Winter (Iowa), G. A. Mac- 
Farland (Pennsylvania), A. N. Lorig 
(Washington), H. T. Scovill (Illinois), and 
E. A. Heilman (Minnesota). 

Joint meetings are being planned to ex- 
plore ways of finding and expressing ideas 
that may aid in the continued develop- 
ment of education for careers in account- 
ancy. It is evident from the tentative 
agenda of topics for discussion, given be- 
low, that plenty of useful work is waiting. 


Agenda 

(1) Curricula for persons preparing for ac- 
countancy. 

(2) Programs for the employment of college 
graduates best qualified for public ac- 
countancy. 

(3) Desirable content for a pamphlet for the 
use of persons planning for careers in ac- 
counting. 


(4) Preparation of an up-to-date bibliography 
of important books on accounting and its 
related fields of specialization. 

(5) Policy to be followed by the Institute in 
meeting requests for recommendations as 
to schools in which to study accounting. 

(6) Programs of staff training. 

(7) Plans for lectures by members of the 
Institute before student bodies. 

(8) Plans for enabling younger members of 
college faculties to secure experience in the 
offices of public accountants and for bring- 
ing them into closer touch with profes- 
sional meetings. 

(9) Plans for bringing to the schools helpful 
teaching material in accounting subjects. 


If readers now or later think of other 
topics suitable for study by these commit- 
tees, a memorandum to either chairman 
will be welcome. It is not too much to hope 
that this program is only the start of long- 
continuing close cooperation for exchang- 
ing ideas about accounting education. 

The committees will have an opportu- 
nity to deal constructively with many 
problems. Probably not all of them will be 
connected with professional public ac- 
counting education as such. For example, 
teachers face a complex task in trying to 
provide formal courses that will satisfac- 
torily meet the needs of individuals with 
varying intentions, and at the same time 
avoid uneconomic segregation of students 
into many separate classes. 

Professional men may think they will 
not have any ideas to contribute on peda- 
gogical questions. But teachers are likely 
to believe that they will have. On the other 
hand, it is not unlikely that teachers may 
have some useful ideas about continuation 
education. They usually subscribe to the 
notion that some of the best education 
comes after school days. Perhaps that is 
why the end of school is called commence- 
ment. If there are ways in which teachers 
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can aid in fostering adequate continuation 
education, they will want to help. 

Auditing Progress. Teachers who feel 
that the textbook literature of auditing 
has not kept pace with the needs of the 
time may take heart. Public accountants 
are thinking much the same thing about 
practice. At least Paul Grady, who is 
chairman of the Institute committee on 
auditing procedure, has something to say 
along this line in a recent article in the 
Journal of Accountancy. 

Mr. Grady estimates that textbooks in 
auditing usually give seven-eighths of the 
space to balance-sheet accounts and one- 
eighth to accounts directly concerned 
with income and expense. Auditing proce- 
dures in the field for the most part also re- 
flect a similar “unbalance.” In other 
words, clear recognition seems not to be 
given in auditing to the increased signifi- 
cance of the income statement, although 
the matter has been given considerable at- 
tention in connection with financial state- 
ments and accounting principles. He fa- 
vors a program that would give additional 
emphasis to a comprehensive review of 
operations and to a careful study of the 
business factors that lie behind the records. 

It has become increasingly clear that a 
shift is taking place in the focus of account- 
ing attention; the tendency now is to 
lean away from “‘balance-sheet valuation” 
and toward “income determination.” The 
change seems a desirable one under the 
conditions that face this generation of ac- 
countants. A similar focus could therefore 
very appropriately be reflected in audit 
procedure. 

Such a development need not bring 
about any neglect of balance-sheet ac- 
counts. For revenue and expense elements 
are still welded to assets and liabilities; 
and the ultimate convincing test of the 
satisfactoriness of operations still lies in 
the current assets. But the interconnection 
of assets and revenues is as significant as 
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the relation of liabilities to assets. Auditing 
procedure seems to neglect this fact. Edu- 
cational materials, Mr. Grady points out, 
could help to speed the change-over by 
the simple device of re-arranging the pres- 
entation of auditing procedures. “. . . re- 
ceivables would be dealt with immediately 
following and in direct relation to com- 
ments on the examination of sales and 
revenues; inventories, property accounts, 
and prepaid and deferred items would be 
similarly related to costs and expenses. 
This arrangement would correspond more 
closely with the chronological order in 
which the auditing work should be done.” 

Another statement of high significance 
deals with the need for practitioners on 
every occupational level to be continu- 
ously and consciously aware of their ob- 
jectives. ‘Considerable improvement in 
both literature and practice would also re- 
sult from an increased emphasis on the 
objectives of each phase of the examina- 
tion. Each person working on an examina- 
tion must continuously keep in mind just 
what he is seeking to prove, and must un- 
derstand the relation of his particular 
work to those objectives.” 

Students too often come to look upon 
their course as a means of fixing in mind a 
traditional sequence of auditing proce- 
dures. That approach perhaps has some 
usefulness. But if the impression is made 
on the student that auditing is just a 
routine to be followed, the work performed 
being ticked off the list and forgotten, he 
is poorly prepared to enter intelligently 
into his period of “internship” in a public 
accountant’s office. Is the first study of 
auditing too early for the student to learn 
that procedures are what they are because 
of their objectives; that methods may vary 
according to the circumstances while hold- 
ing to the same objectives; that even the 
novice is expected to be continually think- 
ing of how things should be in comparison 
with the way he finds them? 
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Not many schools offering work for an 
accounting major give an advanced course 
in auditing. (The sample studied in the 
Association Reports section of this issue 
shows that 20 out of 60 schools had a course 
in advanced auditing.) Consequently, 
the usual text is a compact survey of all 
phases of an audit. There is no time to 
present variable procedures or to give a 
full discussion of the separate phases of 
making an examination. The result in that 
the educational presentation of a single 
course lays down but a thin foundation of 
professional technology. 

The fact is that little or no organized 
literature on auditing technique exists be- 
yond that designed for a first course. Pre- 
sumably any further technical preparation 
is expected to be obtained merely from 
observation in the field. That is one way to 
learn; in some respects it is the best way. 
But it unquestionably is a slow way, since 
an educational variety of experience is not 
easily provided or obtained. Technical 
literature serves as a time-saver. If it is 
available in sufficient quantity and of well- 
graded quality, it is a valuable supple- 
mental diet to acccompany the intake of 
experience. It is more than just another 
growth factor; it also aids in the assimila- 
tion of experience itself. 

Technical Monographs. Some of the 
items in the Institute’s ‘“Refresher Course” 
promise to supplement the usual auditing 
text material in a very useful manner. The 
list of topics to receive separate treatment 
under the title ‘Auditing Procedure” in- 
cludes: Changing Concepts and Proce- 
dures; New Auditing Techniques; Audit 
Programs and Working Papers; Receiv- 
ables; Inventories. These titles seem to 
show that the discussion will be aimed 
above the junior assistant. There is a place 
for that kind of help to staff men. It is a 
commendable venture in collecting, organ- 
izing, and sharing a rich accumulation of 
technical experience. And as such it will 
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be a direct aid to the development of tech- 
nical good judgment in the staff. 

But why stop with five brief mono- 
graphs dealing with auditing? This should 
be only a beginning. Inventories and re- 
ceivables have come in for extensive and 
detailed consideration in recent years, 
There is evidently a great deal more to 
inventory treatment than can be ade. 
quately covered in a few rules and some 
generalized procedures; and there is far 
more variety in the conditions which sur- 
round the verification of receivables than 
most college texts reveal. These items in 
the refresher series are reassuring, because 
they undoubtedly will show that profes- 
sional accounting is more technical than 
college graduates realize, and because the 
organized effort now getting under way in 
this research venture may itself grow into 
a vital contribution of even broader scope. 

Perhaps it will not be long before these 
few monographs on auditing are supple- 
mented by others which will provide a full 
exposition of additional areas of auditing 
experience. Is there not a good deal that 
could be said about ‘‘Techniques of Con- 
firmation,” ‘Techniques of Vouching,” 
“Techniques for Reconciliations,” and the 
like? Though such technical literature 
would not be prepared for the general pub- 
lic, many sections of the public would 
come to know about it; and perhaps it 
would help to modify the layman’s notion 
that auditing is only “holler and tick.” 

If this venture in technical literature is 
worth-while it may be even more worth- 
while later on to expand the outline. It 
would be wholly reasonable to re-examine 
the technical patterns of auditing at inter- 
vals of a few years and revise the related 
monograph series as needed, thus keeping 
the ideas expressed in print close up to the 
firing line of experience. 

The Indispensable. The basic impor- 
tance of income determination has received 
considerable recognition in recent years. 
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The recognition is modern; but the im- 
portance is as old as double-entry book- 
keeping. 

Anyone who drew most of his knowl- 
edge of accounting from personal ac- 
quaintance in the early days with tradi- 
tional auditing procedures, or from a study 
of statutory and case law as they touched 
accountancy, could hardly escape the con- 
viction that the income statement was 
distinctly secondary to the balance sheet 
in general importance. Bookkeeping text- 
books usually gave the two statements 
coordinate rank; some authors even la- 
bored to teach that the statements were sig- 
nificantly interlocked. The literature of 
auditing, however, from the beginning has 
emphasized the balance sheet almost to the 
point of ignoring the determination of in- 
come. 

Yet income determination rather than 
determination of solvency has always been 
the central feature of double entry, the 
very heart and soul of the system, the sine 
qua non since the fifteenth century. Think 
what double-entry bookkeeping would be 
if income determination were omitted. 
Dropping out the profit and loss summary 
account and the expense accounts would 
only partly ruin the system, since goods 
accounts would remain with costs on the 
debit and revenues on the credit. But drop 
goods accounts out too and nothing would 
remain but assets, liabilities, and capital. 
Profit determination could then be noth- 
ing more than an appraised figure derived 
from comparison of balance sheets. What 
was left of the system certainly could not 
be called double entry without overthrow- 
ing the connotations of that term that 
have accumulated through five centuries. 

If we reverse the process and think of the 
elements of record-keeping which were 
amalgamated to produce double entry, the 
indispensability of income determination 
as part of the system will again be clearly 
revealed. The first element in use which 


later made up part of “books of account 
in the Italian manner,” was personal ac- 
counts, that is, detached records of debts 
payable (and paid) and debts receivable 
(and received) that grew out of the use of 
bills of exchange. Some “double” entries 
were already possible in these records, but 
not ‘“double-entry” bookkeeping. Next, 
goods accounts came into use in addition 
to personal accounts; possibly goods ac- 
counts originated in the experience of 
agent-traders. Since a goods account re- 
corded costs (purchase) on the debit and 
revenues (sales) on the credit, the number 
of “‘double”’ entries was greatly increased. 
Yet this did not produce ‘“double-entry” 
bookkeeping. 

Later, after expense accounts, profit and 
loss account, and capital account were 
added to the pattern, the formula of 
double-entry bookkeeping was complete. 
The several parts of the integrated system 
that we now know and use had been fitted 
together in the third stage of accounting 
development. Not until nominal accounts 
and closing entries for profit and loss items 
were invented into the pattern of record- 
keeping were all enterprise transactions 
translatable into debits and credits. Only 
then were “double entries” complete 
enough so that the phrase could be applied 
to an integrated system—double-entry 
bookkeeping. 

From the historical evidence it must be 
concluded that income determination by 
matching cost and revenue has for 500 
years been the central feature of double 
entry. 

It is reasonable that it should be the 
chief characteristic. Traders employed 
their capital productively in commerce, 
that is, they chose risks for gain. They 
sought to make saved capital reproduce 
itself (plus something for themselves) by 
offering buyers the service of desirable 
goods brought from a distance. The trad- 
ers could not avoid wishing to learn what 
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the gain or loss amounted to, for that 
knowledge was the basis for judging the 
wisdom of risking capital in a certain 
manner. In such a setting it seems inevi- 
table that the real substance of the system 
of record-keeping that must finally emerge 
would have to be a proprietor’s calculation 
of the gains (revenue credits) resulting 
from ventured capital (revenue debits). 

Because the proprietor’s relation to ev- 
ery transaction played a prominent part 
in early transaction analysis, and because 
the accounts were kept for his (proprietor- 
ship) information, double entry came to be 
considered as “ownership accounting.” 
But, strictly speaking, it was “enterprise 
accounting” even though some proprietors 
might include household expenses in their 
bookkeeping. Every use of accounting for 
a separate venture, and for every partner- 
ship, gives support to that conception. 

In order to see by means of records how 
enterprise property came to fruition, eco- 
nomic (nominal) accounts had to be in- 
vented to provide an “opposite” for eco- 
nomic transactions, that is, for those 
transactions which were more than an ob- 
vious exchanging of equivalent kinds at 
the moment (as a promissory note for a 
bank deposit). Without the use of goods 
accounts, expense accounts, and a sum- 
mary profit and loss account, the fruitful- 
ness of particular activities, such as one 
line of goods or another, could not be read 
from the record. Nor could diverse activi- 
ties be marshalled into an array or epito- 
mize the whole. 

Without nominal accounts a coherent 
scheme of fully interrelated accounts con- 
verging into capital account would not be 
possible. Without this scheme, the opera- 
tions that we now call double-entry book- 
keeping could not be carried on, and state- 

‘ments designed to analyze the economic 
activities that constitute the reason for 
the existence of an enterprise could not be 
constructed. Here, therefore, lies the es- 
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sence of enterprise accounting. Even 
though in auditing this essence has often 
been by-passed, and even though in legal 
situations this essence has not been con- 
sidered material to the issues under exam- 
ination or subject to control, matching of 
costs and revenues is nevertheless the focal 
center of accounting. 

Balance-Sheet Prominence. Tf income 
determination is the central feature of 
double entry, what reasons explain the 
prominence usually given to the balance 
sheet in auditing and in law? 

There is not much evidence in the early 
history of bookkeeping pointing to an em- 
phasis upon balance-sheet data. In fact, 
although income data were clearly com- 
pacted in every ledger that had a profit 
and loss account, it was a long time before 
solvency data were compactly assembled 
into a “balance account.” 

It is true that at times in the middle of 
the fifteenth century, as Dr. Balduin 
Penndorf points out (AccounTING 
view, September, 1930), double-entry 
records were used as a basis for self-as- 
sessed property taxes. And it is true that 
early in the seventeenth century Simon 
Stevin, after heading the balance sheet 
with the titles, “Estate of Capital debit” 
and “Estate of Capital credit,” gave in 
come data such a minor place as to permit 
their statement to be called merely “Proof 
of the Estate.” But such usage, even if it 
had been widely extended, would not be 
enough to explain the strong emphasis 
given later to the balance sheet in auditing 
and in law. 

There are more plausible surmises as to 
the origins. The British use of auditing 
for the purpose of putting nineteenth cen- 
tury corporations under scrutiny probably 
had its inspiration in the use made of au- 
diting on feudal estates of an earlier day. 
It seems equally probable that certain per- 
sisting concepts of accounting were estab- 
lished at the same time, that is, before 
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Italian methods came into use in Engiand. 
One idea having this origin was the view 
that financial statements were essentially 
reports of stewardship. The charge and 
discharge statement certainly reflected 
that view very early; and the balance 
sheet, when it came into use much later, 
was regarded as being more in the nature 
of a report of director stewardship than a 
profit and loss statement could be. Add to 
this the idea, probably fully justified by 
nineteenth-century competitive conditions 
that the intimate details usually placed in 
the profit and loss statement were confi- 
dential, private information, and the result 
may explain the fact that British auditing 
practice, without neglecting examination 
of profit-and-loss data, gave primary em- 
phasis to examination of balance-sheet data. 

From the point of view of verification, 
this procedure is satisfactory: the profit 
and loss statement necessarily cannot con- 
tain a complete summary of the effect of 
all transactions that need expert scrutiny; 
the reality of costs and of revenues needs 
to be tested with reference to the counter- 
parts lying among assets and liabilities; 
assets, whether derived from loans or 
from profit-making sales, can be more ob- 
jectively confirmed than can revenue fig- 
ures, since the latter merely say something 
quantitive about enterprise contacts with 
customers. It is understandable therefore 
that auditing should give strong emphasis 
to the balance sheet. This was particularly 
true in the United States at the time when 
auditing was closely concerned with the 
examination of balance sheets in support 
of short-term bank credit. 

But the exigencies of British and Ameri- 
can auditing practice did not determine 
the characteristics of double entry; the 
basic features of double entry, including 
the primary importance of income deter- 
mination, were permanently etched into 
the pattern long before investor-protecting 
auditing had evolved. 
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The prominence of balance sheets has 
also been fostered by various statutory 
provisions and numerous court decisions. 
This is true because accounting came into 
contact with law only in special situations, 
usually situations which could as easily be 
satisfied by data from an appraisal state- 
ment of assets and liabilities as by a bal- 
ance sheet from double-entry accounts. 

When the law has been invoked in ac- 
counting matters it usually has been in 
connection with a contest in regard to the 
rights of contending persons. In order to 
approach a just resolution of the issue, the 
problem often has to be considered in 
terms of values rather than book-recorded 
prices. Thus, dividend suits and bank- 
ruptcy cases turn on the issue of solvency, 
and solvency is measured by the useful- 
ness of the assets for discharging liabilities 
or paying dividends rather than for pro- 
ducing future revenue. For these and 
many other legal uses the sine qua non of 
double-entry bookkeeping (the matching 
of revenues and costs) would not be rele- 
vant. Yet income determination has re- 
mained the focal point of accounting be- 
cause of characteristics designed into it in 
its initial creation. Any other emphasis 
merely illustrates the wide usefulness that 
is inherent in accounting, and utilizes ac- 
counting-supplied data without drawing 
upon the “basic patent,” so to speak, 
which makes double entry what it is. 

The recent tendency of auditors to 
recognize the primacy of the income state- 
ment is in effect acknowledgement that 
audits are special cases in the utilization 
of accounts rather than activities which 
determine the basic character of account- 
ancy. Whether law, except for income tax 
determinations, will follow suit and simi- 
larly emphasize income, is still an open 
question. 

The central purpose of accounting, in 
the midst of many other uses, is to make 
possible the periodic matching of costs and 
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revenues. This concept is the nucleus of 
accounting theory, and a benchmark that 
affords a fixed point of reference in ac- 
counting discussions. 

From its very nature a central purpose 
should be the controlling factor in the 
ordering of accounting procedures. If 
other uses of the resulting data do appear, 
they are clearly secondary and derivative 
uses; and the data may therefore need in- 
terpretive modification to be appropriate. 
But if modification is made, it is changed 
from that which is basic, and not a change 
to produce something basic. For example, 
if a deferred charge in a balance sheet is 
ignored in making certain legal determina- 
tions, the result is an adjustment away 
from accounting as a base, rather than an 
adjustment to make the balance sheet bet- 
ter fitted to the accounting base. Again, 
since the double-entry balance sheet was 
not originally designed into the system to 
furnish current information for short-term 
credit uses, an inventory adjustment, when 
considered necessary, should be made by 
reserve rather than by valuation at the 
lower of cost or market. The former pro- 
cedure is preferable, for one reason among 
reason among others, because it keeps 
that balance-sheet item in harmony with 
its function as one of the income-determin- 
ing elements of the next period, while, at 
the same time by means of a legitimate 
device of interpretation, it puts the grant- 
or of short-term credit on notice in regard 
to a condition of considerable interest to 
him. 

It is not brashness, therefore, that leads 
public accountants to assert their profes- 
sionalism. The things accountants believe 
to be important are not stressed just be- 
cause they are believed; but rather because 
experienced accountants have a deep sense 
of their social mission in the midst of ines- 
capable limitations, and because, in their 
special area, they are an essential part of 
informed public opinion. It must be his- 


torical conviction rather than the eager- 
ness of a new profession, that underlies a 
recent editorial statement in the Journal of 
Accountancy. 


It is the business of accountants to determine 
what expenditures are costs and how they may 
best be allocated to reflect properly the opera- 
tions of a specified period of time. No amount of 
legislation can create a cost which does not ac- 
tually exist, nor allocate a cost properly to a 
period of time to which it is applicable. 


The strength of the common law is that 
it is common to the times and changing. 
In the same way the strength of profes- 
sional accounting is that it rests upon the 
accepted, but changing, accounting prac- 
tices common to the times. It is particu- 
larly significant, however, that the deepest 
rights of men that are expressed in the 
common law and the most significant ob- 
jectives of accounting are both unchang- 
ing in the midst of change. 

Capacities. Colleges of commerce, no less 
than colleges of liberal arts, strive to de- 
velop the capacities of their students. Ac- 
counting teachers therefore will be inter- 
ested to note that many of the capabilities 
they try to detect and mature in students 
who select that subject as a major, are also 
in the list of abilities which a liberal arts 
program undertakes to foster. 

Dean William Glasgow Bowling of 
Washington University, St. Louis, con- 
cisely states the case as follows: 


In the liberal-arts studies there is an inter- 
relation of the cultural and the utilitarian. It is 
possible that in the past we may not have given 
enough attention to those values which are utili- 
tarian and practical from some unfounded fear 
that such an assertion would be treason within the 
academic castle. 

A college of liberal arts has always been and 
must continue to be the friend of the imagination; 
it has always been and must continue to be the 
guardian of the humanistic desire to know. A 
liberal education teaches one how to live. Yet @ 
liberal education also provides opportunities for 
the developing of capacities useful in a time of 
emergency and helpful in the making of a living. 
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It can, I believe, be said that these capacities are 
the by-product of a cultural familiarity with these 
three fields of knowledge: the natural sciences, 
the social sciences, and the humanities. 

Among these capacities are the following: 4 
capacity for clear and concise expression; a capac- 
ity to extract the correct meaning from what we 
read; a capacity for accurate mathematical com- 
putations; the capacity to use with a sense of 
workmanship some of the principal tools and 
techniques of the arts and sciences; a capacity to 
differentiate between facts and personal opinions 
and to organize and interpret such facts and 
personal opinions logically and coherently; a 
capacity for judgment; a capacity to locate easily 
and to use wisely the best sources of information 
for particular fields; a capacity to complete with 
some degree of success or distinction tasks which 
may, at the time, seem uninteresting and labori- 
ous; and the capacity to live with others sympa- 
thetically and understandingly and to work with 
them cooperatively and justly. 


Nine capacities are listed. A person who 
has these in good measure could succeed 
in any one of many activities. It is not im- 
portant where he gets them developed; it is 
important that the developing of his capac- 
ities shall have been a conscious objective 
of his education. 

Some of the nine do not get as much con- 
sideration in an accounting curriculum as 
they would in a full program in liberal 
arts. The last one in the list is of this kind. 
Probably this capacity grows more from 
classroom contacts and campus activities 
than from subject matter studied and dis- 
cussed. Another is ability to find sources 
of information. Not much time is given by 
accounting students to practice in this art. 
In later life this lack may occasionally 
prove something of a handicap; yet in total 
the handicap probably would not be seri- 
ous because an accountant seldom has to 
do research of the sort implied. Of course, 
classroom training in library resources 
might be useful to him as discipline. Al- 
most any training with a disciplinary focus 
would be helpful to the prospective ac- 
countant—a great deal of his work in later 
life will have that connotation for him. 


That fact will be taken into consideration 
by accounting teachers in framing their 
educational curriculum and forming the 
content of many of the courses. Even so, 
the student’s internship years after gradu- 
ation may seem to contain more laborious 
and uninteresting detail than he had imag- 
ined possible. Some who manage to sur- 
vive the efforts of teachers to develop a 
capacity for completing disagreeable tasks 
do not survive the early years in practice. 
It is perhaps just as well, for they probably 
could not be happy in the higher levels of 
accounting activity. 

A capacity for accurate mathematical 
computation must also stand high in the 
list for accounting students. But it is 
doubtful whether this ability is fostered 
by courses in college algebra, analytical 
geometry, trigonometry, or calculus. These 
may have some value if there is plenty of 
time in the accounting curriculum; but the 
value will have to come from the discipline 
received rather than from knowledge as 
such. If such courses train a man to hold 
his mind resolutely to work full of com- 
plex and uninteresting details, they may 
be useful for prospective accountants. But 
if other work has the same kind of disci- 
plinary effects, it should serve this educa- 
tional purpose equally well, and perhaps 
contain directly useful content as well. 

We value very highly a capacity for 
judgment, and recognize that it is ex- 
tremely hard to develop from texts and 
classes. Accounting courses lay great 
stress on solving problems, choosing among 
alternatives, recognizing misleading prac- 
tices. But most of us continue to believe 
that these efforts seldom succeed in devel- 
oping judgment except where it had some 
pre-existing natural basis. 

There is no need to consider each of the 
listed capacities in turn; but they all de- 
serve the consideration of accounting 
teachers. Some of the abilities probably 
can be developed better by liberal arts 
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courses and arts-trained teachers. Some of 
the capacities can no doubt be stimulated 
by suitable materials and capable teachers 
in almost any curriculum setting. Almost 
certainly some capacities could best be 
developed for accounting majors by the 
use of materials particularly relevant to 
the work of accountants, presented by 
teachers trained in that field. 

It seems reasonable to conclude that 
educational programs for accountancy 
should continue partly cultural, partly 
professional. How the partition should be 
accomplished is the real question. When 
that is settled, much of the strain of cur- 
riculum-building will have vanished. 

In the meantime many problems will re- 
main. Since the curriculum will often be a 
mixed one, with a limited time available 
for liberal arts courses, one of the continu- 
ing problems is to find courses which are 
neither overgeneralized survey outlines 
nor masses of detailed materials that seem 
to be assembled for students who are be- 
ginning a long specialization in that par- 
ticular department. 

Classroom Screening. Colleges, some will 
say, are communities of scholars seeking 
knowledge by research and transmitting 
knowledge by teaching. Others may wish 
to add that educational processes continu- 
ally screen the ever-changing student body 
for evidences of capability. Perhaps such 
evaluation, partly by the teachers and 
partly by the students themselves, makes 
as great a contribution as does the trans- 
mission of knowledge. 

Employers sometimes fail to appreciate 
the selective process which finally brings 
graduation and a degree. One practitioner 
nearly caused an explosion among a 
group of teachers by asserting that he 
weighed an applicant’s education but 
lightly since ‘everyone passes his courses 
because the schools want the fees and the 
instructor the prestige.” Another practi- 
tioner made another kind of mistake in 


one case. He gave accounting employment 
to an applicant on the strength of his grad- 
uation alone without asking letters from 
the teachers concerned or examining a 
transcript of his record. When the man 
proved poorly adapted to public account- 
ing work, the employer felt there had been 
some misrepresentation on the part of the 
college. The facts were that the graduate 
had been a mediocre student throughout, 
had taken longer than most to satisfy the 
graduating requirements, had been re- 
quired to repeat important accounting 
courses because of failures, and had accu- 
mulated no more than the lowest accept- 
able grade average under the college rules. 

Some scrutiny of the record is always 
advisable. The range of ability is consider- 
able between those barely meeting mini- 
mum requirements and those graduating 
with high grade averages. It would be 
advisable for employers also to ascer- 
tain what the quality requirements are 
for graduation from the school in question 
and, if possible, something about the 
amount of sifting and screening that takes 
places before an entering class is gradu- 
ated. 

Some interesting facts of this kind are 
given editorially in the Florida Accountant 
for February. They refer to the experience 
of the accounting department in the Uni- 
versity of Florida. But the showing would 
no doubt be similar in many schools offer- 
ing major work in accounting. 

At the University of Florida, students begin 
their course in the study of accounting normally 
in their second year at which time they enroll ina 
course in general principles and practices. At the 
end of the year, statistics indicate that, on the 


average, slightly more than } of the students fail 
and that approximately another } receive grades 


.indicating that they are to be discouraged from 


continuing their study of accounting. Usually 
about another 1/10 fail to return to accounting 
courses for various reasons, although they may 
have received commendable grades. 

During their third year in college, students 
continue their accounting by registering for 4 
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course in principles and problems, and perhaps in 
cost accounting as well. This work is more dif- 
ficult and at the end of the year it is usually found 
that about } fail to pass, another } are discouraged 
from continuing with the advanced courses, and 
probably another 1/10 fail to return for various 
reasons. 

During the senior year, the student is expected 
to complete advanced and specialized courses 
such as income tax, municipal accounting, sys- 
tems, advanced problems, auditing, and the like. 
With approximately } of the number of students 
who started out to study accounting, the class has 
now become rather select; but the number of 
failures still is fairly high, running from 1/10 to 
} of the class, with about the same number re- 
ceiving grades of “‘poor.’’ Thus for 100 students 
beginning their study of accounting, approxi- 
mately 30 fail, another 30 are discouraged from 
continuing their study because of lack of ability 
or for other reasons, about 15 make up their minds 
to try some other work, leaving about 20 who are 
classified in grades as “good” or better. Of this 
number not more than 10 are urged to go into 
public accounting or to continue into graduate 
and professional study. These percentages are 
approximations and do not take into account a 
student who fails a course and later after “finding 
himself,” returns and makes a creditable record. 


It probably is fair to say that employers 
may accept accounting majors who have 
graduated with a good scholastic record as 
being survivors of considerable sifting. 
These men know they are not a finished 
product. They expect their internship 
years to be planned, partly at least, for 
educational benefits, they know they still 
have a good deal to learn and are anxious 
to get at it. 

In all probability there will seldom be 
enough graduates with high records to 
fill the demand. But students with lower 
than the highest averages can be drawn 
upon to a considerable extent. Even 
though their growth during practice may 
be slow, many of them will develop satis- 
factorily in time if encouraged and guided. 

Another conclusion may be drawn. Not 
all of the capable get a chance to go to col- 
lege; some who are capable do not finish 
college for various reasons not connected 


with scholastic difficulties; and some other 
very capable people do not choose to put 
accounting in their bachelor’s program. 

These sources of personnel should also 
be canvassed. A program of testing apti- 
tude and achievement should be particu- 
larly useful here. And staff educational 
programs will prove of great value for sup- 
plementing prior education which included 
little or no accounting. 

Professional Qualities. In conjunction 
with a program of aptitude testing we need 
as a foundation a clear view of the profes- 
sional qualities desired in public account- 
ants. If teachers are to be alert to signs of 
professional promise among students, they 
will need to observe more than classroom 
grades, significant as these may be. And 
when staff members are under scrutiny 
for advancement in responsibility, the 
employing public accountant will expect 
to see more than evidence of acceptable 
technical ability. 

Some of the qualifications for differing 
occupational levels were outlined in an 
article in the Journal of Accountancy for 
December, 1944. Although the statements 
made there gave effect to the views of a 
considerable number of people, the pres- 
entation of so large a subject in one article 
could be no more than an incomplete in- 
ventory of qualifications. It is a pleasure, 
therefore, to publish some further thoughts 
on the subject from Henry B. Fernald. 
Perhaps others would also like to organize 
their views and continue the discussion. 
Mr. Fernald’s ideas are set forth in the fol- 
lowing seven sections. 

(1) Good habits of accuracy in observa- 
tion, in thought, and in speech or writing 
are important. There must, of course, be 
accuracy in mathematical computations 
and accuracy in use of language. It should 
be unnecessary to say this, but unfortu- 
nately it is necessary. Accuracy in observa- 
tion and in reading of documents, book 
entries, vouchers, and memoranda is like- 
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wise essential. Sound conclusions cannot 
be reached on inaccurate observation, 
reading, or listening. There may be dis- 
crimination as to what to remember, but 
the habits of accuracy must be developed 
all along the line. 

(2) There must be frankness and hon- 
esty of thought. Perhaps honesty of 
thought will follow almost automatically 
from habits of accuracy. At least they tie 
together. They both tie in with the real 
desire to know the truth. It is easy to get 
lost in the insufficiency of our knowledge 
and our inabilities to express what we 
know and what we think. 

This leads to mention of the need of 
careful discrimination between what we 
know and the conclusions we draw from 
such knowledge as we have. We may 
know that certain entries are made in the 
books and certain vouchers presented to 
support such entries, from which we may 
draw our conclusions as to the facts. Per- 
haps scientific laboratory work is the best 
training in distinguishing observed facts 
and conclusions drawn therefrom. The 
accountant no less than the scientist must 
have this distinction always clearly in 
mind if he is to reach and state reliable 
conclusions. There must be what is some- 
times referred to as the judicial frame of 
mind—a willingness and desire to face the 
facts and draw the right conclusions from 
them, whether those conclusions are what 
we like or what we dislike. Yet a willing- 
ness and desire to reach conclusions is most 
dangerous if it is not coupled with accu- 
racy of thought, discrimination between 
. facts and conclusions, and recognition of 
inadequacy of factual knowledge on which 
to base a definite conclusion. 

(3) One must have an understanding 
and tolerance of others. Perhaps this fol- 
lows from habits of accuracy and honesty 
of thought. As we recognize how difficult 
it is for us to ascertain the facts and draw 
the right conclusions from them, I think 


we tend to be more tolerant of others and 
understand better the difficulties which 
others are having. Certainly we want help 
from others to keep us from error, and if 
we are honest in our thought we recognize 
that we shall get that help better through 
mutual understanding than through an- 
tagonisms. Yet if we keep our honesty of 
thought and habits of accuracy, we need 
not fear that consideration for others will 
cause us to sacrifice our integrity and inde- 
pendence of judgment. 

(4) An ability to understand business 
affairs is needed. Accounting principles 
and methods do not work in a vacuum, but 
only as applied to the business operations 
and transactions to which they are applied 
in any given case. Accounts must be ap- 
plicable to and partake of the substance 
of the business affairs to which they are 
applied. Otherwise, the accounts are mean- 
ingless. Moreover, we must have consider- 
able understanding of the business affairs 
with which the accounts are concerned if 
we expect our thought and judgment and 
our statements to receive much consider- 
ation from those with whom we must deal 
and those who are to receive and act upon 
our statements. I do not know how far we 
can go in starting young people off with 
an understanding of what business is and 
how it is conducted to make a profit from 
its activities—in general and as to the vast 
number of different lines of business activ- 
ity. Yet we must start our accountants 
with a definite recognition that this knowl- 
edge and understanding is essential to suc- 
cessful public accounting work and that 
without it no one can hope to rise very 
high in accounting work. Lack of apprecia- 
tion of this fact is certainly one reason why 
many men, otherwise good accountants, 
fail to reach the higher positions. 

(5) There must be an understanding of 
how to work with others so that the com- 
bined result will be better and more effi- 
cient than the individual efforts would 
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otherwise be. This applies to others from 
whom instructions are to be taken, to 
those to whom instructions are to be given, 
and to those whose work is to coordinate. 
Too many people seem to think each of his 
own particular work or position, rather 


than of the job to be done and how he can: 


help in getting it done most satisfactorily 
and efficiently. Of course, the supervisor 
must have management ability to get 
work best and most efficiently done by 
those in his charge. Too many seem to feel 
that this is something which will come 
when they are brought into a supervising 
position; they do not appreciate the im- 
portance, not merely of studying how it 
can be done, but also of working out in 
their own relations with their superiors 
and with those coordinate with them, 
methods and habits and attitudes which 
they would want if they were in the posi- 
tion of the supervisor. 

It is true that the subordinate should 
follow instructions and do the work as- 
signed to him, but the man who rises to 
higher levels is the man who can do that 
and something more. What more he can do 
and how he can do it is shown in meeting 
emergencies, in complying not merely 
with the formal words of instruction but 
with the thought behind it, in making 
it easy for others, including his superiors, 
to work with him, and to get the job asa 
whole well done. These are things which 
will have much to do with his successful 
tise to the higher grades. Again, it is hard 
to say how a man gets and develops all 
this but he certainly needs to have the 


thought and standard before him. 

(6) We all need ability to use language 
easily and accurately in expressing thought 
and in comprehending the thought of 
others. It is not merely when a man reaches 
the position of having to write reports that 
he must develop his use of language. It is 
doubtful whether a man who has not ear- 
lier developed his use of language can do 
so in later years or will have the opportu- 
nity to do so. Even the lowest assistant 
needs the ability, in written notes and 
comments and in speaking with others, to 
use language correctly and readily to ex- 
press his thought. 

Perhaps this should be classed as a 
scholastic fundamental. But I mention it 
here because there are many men who have 
the ability to write correct English who 
have never schooled themselves to use the 
language easily and correctly in expressing 
their thought to others or who have not 
schooled themselves well to listen to the 
words of others in a way to get correctly 
the thoughts which others are trying to 
express to them. Because this is so impor- 
tant, I add it in the present group. 

(7) Also, of course, I might add many 
other points, such as courtesy and tact, 
the acceptance of discipline, a willingness 
to work, personal honesty and self-respect, 
and many other personal characteristics 
which we might expect every man who 
seeks to get ahead would have. There is no 
harm in mentioning them, for we want 
young people to understand the impor- 
tance which we place upon them. 
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PROFESSIONAL EXAMINATIONS 
A Department for Students of Accounting 


Henry T. CHAMBERLAIN 


HE FOLLOWING PROBLEMS are the 
first half of the May, 1945 C.P.A. 
examination in accounting practice 
prepared by the Board of Examiners of the 
American Institute of Accountants. The 
examinee was given four and a half hours 
to solve problem 1 and either problem 2 or 
problem 3. The problems were weighted as 
follows: problem 1, 30 points; problems 2 
and 3, 20 points. 
A suggested time schedule is given 
below: 


Problem 1 90 minutes 

Problem 2 60 minutes 

Problem 3 90 minutes 
No. 1 


From the information following, prepare 
a consolidated balance-sheet of H Co. and 


subsidiaries, A Co. and B Co., as at De- 
cember 31, 1944. 

H Co., an operating company, acquired 
90% of the outstanding stock of B Co. on 
March 31, 1944 for $162,000. Previously 
H Co. acquired 30% of the outstanding 
stock of A Co. on January 1, 1943 for 
$25,000. On July 1, 1944 H Co. purchased 
an additional 40% of the outstanding stock 
of A Co. for $42,000 thereby gaining effec- 
tive control of A Co. as at that date. In 
order further to increase its stockholdings 
in A Co. without impairing working capi- 
tal, H Co. sold 100 shares of B Co. stock on 
October 1, 1944 for $20,500 and immedi- 
ately used $13,800 of the proceeds to secure 
an additional 15% of A Co. outstanding 
stock. 

The balance-sheets of the respective 
companies as at December 31, 1944 are 
set forth as follows: 


Assets 
H Co A Co BCo 

Accounts receivable (less 52,000 13,000 34,000 
Investment in Company A (at cost). ,800 
Investment in Company B (at book value)......................2ceeeeeee 149 320 
Plant and equipment (less 25, 56,500 101,000 

$700,620 $104,000 $229,000 

Liabilities 

Capital stock—common, $100 par... .. 400 ,000 60,000 100,000 


$700,620 $104,000 $229,000 


A summary of earned surplus (deficit) from January 1, 1943 to December 31, 


1944 is as follows: 


Di 

Ba 

Ne 

Di 

Dj 

Be 
q 
$7 
iC 

Ay 

al 
i 
ce 
1, 
It 

| 


| 


Professional Examinations 


Net profit or (loss)—-1943: 


Balance at January 1, 1944. 
Net profit or (loss) —1944: 


3rd quarter............. 


Dividends declared June 1, 1944 and paid on June 15, 1944 
Dividends declared December 1, 1944 and paid on December 15, 1944....... 


Balance, December 31, 1944—Surplus................. 


Net profit of H Co. for the fourth 
quarter of 1944 includes an amount of 
$2,500 representing the gain on the sale of 
100 shares of B Co. stock. (Proceeds 


361 
H Co. ACo. BCo. 
$150,000 ($10,000) $40,000 
7,000 (2,000) 3,000 
9,000 1,000 4,000 
12,000 6,000 5,000 
$193,000 ($ 2,000) $58,000 
$181,000 ($2,000) $55,000 
6,000 2,500 4,500 
16,200 5,900 5,300 
2,000 
$212,700 $11,000 $66,000 


$20,500, less March 31, 1944 cost, $18,000.) 
Inventories at December 31, 1944 in- 
clude intercompany items as follows: 


Company Amount 
Date of Transaction 

Purchaser Seller Inventory Seller’s Cost 
H A $ 3,600 $ 3,000 
H B 5,000 4,500* 
H A 10,000 9,000 
September 26, 1944.................... A B 6,000 4,800 
B A 16,000 * 14,000 


* Acquired on July 20, 1944 by B from A, A’s cost then being $4,200. 


No. 2 


From the information submitted here- 
after, determine net income (before federal 
taxes on income) of Ace Co. Inc. for 1944 
in conformity with generally accepted ac- 
counting principles and prepare a recon- 


1, Normal-tax net income computation for 1944 
Item No. 


. Gross sales, $115,000; less returns and allowance $2,500 
Less: cost of goods sold. 


1 


15. 


1 
2 
2. (a) Excess of net short-term capital gain over net long-term om tal loss (Schedule C) 
“" ) aon gain (or loss) from sale or exchange of property other than 


ciliation of such net income and normal 
tax net income. 

The statement, schedules and other in- 
formation following are abstracted from 
the U. S. Corporation income tax return 
of Ace Co. Inc. for 1944: 


Gross Income 


$ 42,825 
400 
(5,325) 
500 


capital assets (Schedule D) . 


Dividends declared and paid on July 1, 1943........... | 
......................... 
ously 
nding 
3 for 
hased 
stock 
effec- 
e. In 
dings 
capi- 
ck on 
edi- 
ecure 
nding 
>ctive 
4 are 
B Co. | 
35 ,000 
8,000 | 
34,000 
51,000 
01,000 
29 ,000 
$212,500 
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Deductions' 


27. Net operating loss deduction (see statement 2,850 
29. Other deductions authorized by law (Schedule K)........ 4,600 


31. Net income for declared value excess-profits tax computation......................-2005. $ 10,985 
39. Less—Income subject to excess-profits $2,700 
Dividends received credit (85% of dividends, item 13)..................... 3,825 6,525 


2. Schedule C—Schedule of Capital Gains and Losses (Summary only) 
Gain or Loss to Be 
Taken into Account 
(a) Gain (b) Loss 
2.. Total net lone-term canital gain: (or toes)... $1,900 
4. Net gain, lines 1, 2, and 3 (Enter as item 12 (a), page 1, Form 1120)............ $ 400 
3. Schedule D—Gains and Loss from Sales or Exchange of Other Property 


Description Cost Depreciation Loss 
Frame Bldg. July 1, 1935 $2,500 $10,000 $75 $2 ,250* $5,325 
4. Schedule G—Bad Debts If Corporation Carries a Reserve (a) 

Taxable Net Income Sales On Bad = aint Amount Charged 

Year Reported Account Debts Py one against Reserve 
($1,000) $75,000 $ 650(b) $ 750 $ 650 
ott (150) 77 ,000 800 770 800 
( 2,350) 85,000 1,050 850 1,050 
( 500) 98 ,000 925 980 925 
RRS oer (10,909) 112,500 615 1,125 615 


(a) In accordance with option exercised for tax purposes, taxpayer herein deducts from income the amount 
of debts which became worthless in whole or in part during 1944. For book purposes, however, bad debts are 
charged to a reserve for bad debts provided by income charges at the annual rate of 1% of net sales. 

(b) Bad debts written off in 1940 recovered to extent of $150 in 1944. 


1 Deductions do not include: 


* Taxpayer sustained a net long-term capital loss in 1943 of $875 which could not be offset against ordinary 
net income of that year. 
* Schedule J. 
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5, Schedule J—Depreciation 


Kind of 


Date 
Property Acquired Cost 
Frame Bldg.......... July 1, 1935 $10,000 
Machinery.......... arious 13,750 
Various 4,000 


6. Statement of Net Operating Loss Deduction 


Net operating loss deduction................. 


. Schedule K—Other Deductions 


Promotion, entertainment, etc.................... 
Contributions to qualified pension trust........... 


4 Frame buildin 


for the year ended December 31, 


No. 3 

From the following information, prepare 
balance-sheet working papers of each of 
the following funds of Morton City as of 
February 28, 1944: 


(1) General Fund, (2) Special Assess- 
ments Fund, (3) Bond Fund, and (4) 
General Fixed Assets (sometimes re- 
ferred to as a group rather than a fund). 


Morton City has established the above 
funds in its accounting system and in addi- 
tion a Sinking Fund and a Bonded In- 


Professional Examinations 


sold on July 1, Soy ae $2,500. Building had previously been written off by a charge to income 


debtedness Fund (or group). Detail for the 
latter two funds is omitted in this problem 
and balance-sheet working papers of these 
funds are not required of the candidate. 

Morton City keeps its accounts on the 
accrual basis, except with respect to inter- 
est receivable and payable not yet due. It 
makes provision in its tax roll for state 
road taxes, state school taxes, and county 
taxes which are collected by it as agent for 
the state and the county. 

Ledger account balances as at February 
28, 1944, are presented as follows: 


General Fund Bolance 
Interest and penalties receivable on delinquent 1,400 
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Est. Life 
Remaining Depreciation 
Cost to Allowable 
Be Recovered Depreciation This Year 
$7,875 40 yrs. $ 
8,200 10 yrs. 1,375 
2,300 10 yrs. 400 
10,985 
4,384 
ISS 
325 
(a) 
*harged 
Reserve 
50 
00 
50 
25 
15 
amount 
ebts are 
$ 812 
1,750 
3,500 
rdinary 
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Special Assessments Fund 
Due from general fund—Municipality’s share of assessment improvement costs................ 8,400 

Bond Fund 

General Fixed Assets (Balances as at March 1, 1943) 


Your audit discloses the following: 


. Reserves for estimated losses against receivables after abatements in the general fund are to be provided for 


as follows: 


Taxes receivable—delinquent, and interest and penalties thereon......................2eeeeeees 2 


2. Abatements of taxes not reflected are $4,900 for 1943, $710 for 1942, and $340 for 1941. Interest and penalties 


applicable to abated taxes were $80 for 1942 and $20 for 1941. 


. The state and county taxes, amounting to $36,000 and $9,000, respectively, were credited to unappropriated 


surplus as part of the entry setting up the tax roll. The current balances in the respective accounts—due to other 
governmental units—represent cash collected to date for these units. Such cash, which has not as yet been 
remitted to the units, has been credited to the account, Taxes receivable for other units—current. 


. The taxes collected in advance of $14,800 were subject to a discount of $800, currently charged to expenditures 


account, 


. The ae ca 4 note was issued on February 1, 1944 to meet an emergency appropriation. Such note is to be 


retired through taxation during the fiscal year beginning March 1, 1944. Unappropriated surplus was charged 
for the amount of the appropriation, which equaled the amount of the note. 


. Unrecorded interest due on special assessments liens amounts to $540.00. 
. No provision has been made for retained percentages of $5,000 on uncompleted special assessment contracts. 
. The reserve for authorized expenditures account in the special assessments fund show that on work completed 


to nat nar 1944, authorizations have exceeded expenditures by $1,400, an amount considered too small 
to be rebated. 

Unrecorded commitments on unfilled orders for the general, special assessments, and bond funds amounted to 
$30,000, $45,000, and $18,000, respectively. 
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* To eliminate book value at date of balance sheet. 
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In the case of Company A, profits were accrued from the various dates of acquisition irrespective of the 
fact that H Co. did not acquire effective control until July 1, 1944. The theory applied is that profit 
accruedsubsequent toan acquisition date but prior to the control date isjust as truly profit as that which 
accrues after the control date. The acquisition of contro} justifies consolidation of the accounts and the 
recognition of profit which accrued prior to control. On the other hand, some accountants hold that the 
control date should prevail and that stock acquired before the date of control should be regarded as having 
a date of acquisition corresponding to the date when control is acquired. 

In this solution the inter-company profits at the date of acquisition are eliminated at December 31, 1944. 
This is done in order to state the inventories on a consistent basis. It can, of course, be argued that profit 
prior to acquisition is realized profit and, therefore, should not be eliminated. 

By the elimination of inter-company profit from the accounts of the seller the profit applicable to minority 
interests isalso eliminated. Since consolidated accounts are prepared from the viewpoint of the controlling 
interest, and the group of ae is regarded as one economic entity this procedure would seem to be 
the proper one. Minority shareholders should not look to consolidated accounts to determine their equities. 


To ADJUSTMENTS 


1 The carrying value of the investment in B Co. is computed as follows: 


Profit: 2nd quarter of 1944 (90% of $7,000)...... 6,300.00 
3rd quarter of 1944 (90% of $6,200)... 5,580.00 
$173,880.00 
Dividend declared on 6/1/44 (90% of 10,800.00 
$145,080.00 

Profit 4th quarter of 1944 (80% of $5,300)... 4,240. 


At the time of the sale on October 1, 1944 the investment account should have been credited $18,120.00 (1/9% of 
$163,080.00). This entry is a correction of the recorded sale. 
* To eliminate inter-company profit in inventories. The entire profit is eliminated from the accounts of the 


* To adjust the H Co. accounts for 80% of the inter-company profit made by B Co. 
* To eliminate 80% of the adjusted book value of B Co. 
5 To adjust the Co. A accounts for the undistributed profits of A Co. subsequent to the dates of acquisition: 


First purchase (30%) 
Profit of A Co. from 1/1/43 to 6/30/44. $13,500.00 
Applicable to H Co. (30% of $13,500.00). $ 4,050.00 
Second purchase (40%) 
Profit of A Co. from 7/1/44 to 9/30/44. ..................... 3,600.00 
Applicable to H Co. (709% of $3,600.00)... 2,520.00 
Third rchase (15%) 
Profit of A Co. from 10/1/44 to 12/31/44. ................... $ 5,900.00 
Applicable to H Co. (85% of $5,900.00)... 5,015.00 
$11,585.00 
Less: Dividends received (85% of $2,000,00)....... $ 1,700.00 
H Co. share of A’s inter-company profit (85% of $3,900.00)................. 3,315.00 
$ 5,015.00 
$ 6,570.00 
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Assets 
Current Assets 
Inventories, less reserve for inter-company profit..................00eeee0s 150,100.00 $414,600.00 
$843,835.00 
Liabilities 
Current liabilities 
Minority interests 
ACo.: 
$ 10,065.00 
B Co.: 
$ 32,700.00 42,765.00 
Capital stock and surplus 
Capital stock, common, par value $100 per share...................00000e8 $400 ,000 .00 


$843,835.00 


Solution to Problem 2 


ACE CO., INC. 
Reconciliation of Net Income (before federal taxes on income) and Normal Tax Net Income for the year 1944 


Net income (before federal taxes.on $21,263.00 
Add: Officers’ life insurance premiums... $ 812.00 
Excess of provision for bad debts over amount charged off.......... Kb 510.00 1,322.00 
$22,585.00 
Deduct: 
Income subject to-encees profits tax... 2,700.00 
Excess of depreciation deducted for tax purpose over provision per books....... . 125.00 
Deduction for tax basis of building 7,750.00 18,201.00 
Nores: 


(1) The recovery made in 1944 of bad debts charged offin 1940 properly should be part of normal tax net income 
but in conformity with generally accepted accounting principles would not be included as part of net in- 
come. No adjustment was made in the above reconciliation for the amount of this recovery as it is as- - 
sumed that this amount was not included in the normal tax net income stated in the problem. This as- 
sumption was made as no income account shown could properly include the recovery. 

(2) The provision for post war contingency reserve was not deducted in ay mcm | net income. Ge 
this type of reserve is provided to offset expenses or losses that may be inc in some future peri 

As generally accepted accounting principles require that expenses or losses be deducted in the period in 

which they are incurred, it is considered in this solution that the provision for post war contingency reserve 

should be provided from surplus and that the reserve should be nas a division of surplus. 
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BOOK REVIEWS 


HERBERT E. MILLER 


The Entity Theory of Consolidated Statements. Maurice 
Moonitz. (Bloomington, Indiana: American Ac- 
counting Association, 1944. Pp. ix, 102. $1.00.) 


The first sentence of the Foreword of this monograph 
indicates the purpose of the publication. “In a ‘State- 
ment of Objectives’ published in the March, 1936, issue 
of the AccouNTING Review the Executive Committee 
of the American Accounting Association listed con- 
solidated statements as one of six main subjects in the 
field of accounting principles calling for immediate 
study and research.” The chapter titles of this mono- 
graph indicate the extent of its study and research. They 
are: Institutional Background (principally a survey, and 
a very enlightening one, of the historical development 
of the parent-subsidiary relationship); Basic Premises 
(of which, more later); The Area of Consolidation 
(giving the author’s opinions, with which somemay 
differ, as to when consolidated statements are justified 
and what companies are properly to be included in a 
consolidated group); Elimination of Intercompany 
Transactions; Intercompany Investments and Other 
Assets; Outside Interests—Consolidated Surplus; and 
Summary and Conclusions. 

As is to be expected from its title, the chapter on 
Basic Premises states the author’s concept of the nature 
and function of consoiidated statements. The chapter is 
devoted principally to a consideration of the question, 
What is the purpose of consolidated statements? 

The conclusions which Dr. Moonitz reaches and the 
procedures which he advocates in the remainder of the 
monograph are based on what he conceives to be the 
answer to this question. In fact, his concept of the pur- 
pose of consolidated statements is the major premise 
underlying many, if not most, of his arguments. If one 
accepts the major premise, his conclusions, although 
often at variance with what I believe to be the generally 
accepted theory determining current practice, are logical 
and inevitable. 

It has always been my understanding (perhaps 
merely because I was so taught and have not given the 
subject the penetrating and closely reasoned thought 
which Dr. Moonitz has devoted to it) that a consoli- 
dated balance sheet is essentially a balance sheet of the 
parent company—a non-legal balance sheet, to be sure, 
but nevertheless one which primarily is intended to re- 
flect the financial condition of the parent company. 
As a consequence of this emphasis on the parent’s 
consolidated financial condition, I have accepted the 
conventional point of view that consolidating adjust- 
ments and eliminations should affect only the parent 
company’s interest, and that the minority interest 
should be shown at an amount determined from the ac- 
counts of the subsidiary. 

As I understand the entity theory which Dr. Moonitz 
propounds in his monograph, consolidated statements 
are intended to reflect the financial condition and 
operating results of a group of companies on the assump- 


tion that they are, and always have been, a single 
entity; that the majority and minority interests are 
homogeneous; and that, as a consequence, the minority 
interest should be determined on the same/bases of 
valuation as those used in determining the equity 
applicable to the parent company stockholders. This 
theory, if accepted, gives immediate and complete 
sanction to some consolidating procedures which, al- 
though not conventional, have been proposed in the 
past and sometimes strongly defended. Among them are 
the elimination of one hundred per cent of intercompany 
profit in inventories (including profit on sales made be- 
fore the acquisition of subsidiary stocks) by deductions 
from consolidated surplus and from minority interests, 
and an addition to the minority interest for good-will 
computed ratably with that paid for by the parent 
company in the acquisition of the subsidiary stock. And 
the acceptance of this theory seems also to validate the 
treasury stock concept of reciprocal stock-holdings, and 
the consequent elimination from the minority interest 
of any participation in the parent company’s earnings 
by reason of the subsidiary’s ownership of parent com- 
pany shares. 

I do not conceive it to be the function of a reviewer 
to undertake to prove that an author is wrong. In this 
instance I am not so sure that Dr. Moonitz is wrong. 
I recall what Agrippa said to St. Paul, “Almost thou 
persuadest me to be a Christian.’”’ But so far as is re- 
corded, Agrippa remained a pagan. 

In presenting this, the fourth in its monograph series, 
the American Accounting Association is continuing its 
important service of sponsoring challenging publica- 
tions. And, regardless of the fact that Dr. Moonitz 
advocates procedures which are at variance with tradi- 
tional practices (a characteristic of people who are 
responsible for progress), no one can read this mono- 
graph without recognizing that its author has made a 
scholarly contribution to the literature of accounting 


philosophy. 


Baumann, Finney & Co. 
Chicago, Illinois 


H. A. Finney 


Effect of Federal Taxes on Growing Enterprises, Study 
No. 1: The Lockheed Aircraft Corporation; and 
Study No. 2; Polaroid Corporation. J. Keith Butters 
and John Linter. (Boston: Division of Research, 
Graduate School of Business Administration, Har- 
vard University, 1944. Pp. v, 30 and v, 63. 50 cents 
each.) 


These pamphlets are the first of a series of studies 
undertaken at the Harvard Business School on the 
effect of Federal taxes on growing enterprises. Because 
of the immediate importance of this subject, the studies 
are being released in pamphlet form as each is com- 
pleted. The first study, the one on Lockheed, traces the 
development of that company in the pre-war years as 
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it progressed from a producer of small single-engine 
planes in 1933 into a manufacturer of large commercial 
planes in the years just prior to the outbreak of war. 
The authors then seek to answer the query: Could 
Lockheed have enjoyed a similar growth had a corpo- 
rate tax on income of 40% been in effect? (A post war 
40% rate on income is assumed in both studies.) The 
conclusion is logically reached that such expansion 
would probably not have been undertaken with a 40% 
rate in effect, and if undertaken, could not have suc- 
ceeded. The limitation on retained earnings would have 
had the double effect of, first, reducing capital available 
from such retained earnings, and, secondly, reducing 
the profit potential to a point where it would have been 
difficult, if not impossible, to obtain outside capital 
or credit. A high corporate tax on income tends to pro- 
mote the development of new lines by large corporations 
while making it extremely difficult for the small corpora- 
tion to develop new ideas. While the large corporation, 
of course, must share its profit on a new venture with 
the Federal Government just as must the small corpora- 
tion, the large corporation usually may also share its 
losses in the developmental period by offsetting such 
losses against the profits from its other well-established 
activities, whereas the small corporation having no 
profit-producing activities, must bear the entire losses 
of its developmental program without government 
participation through tax offsets. 

The second study, dealing with the Polaroid Corpo- 
ration, examines the probable effect of a 40% tax on 
corporate income on the post war expansion of this 
company. It deals with the carry-back provisions of the 
tax law, the 10% post war refund, and the relief pro- 
visions of Section 722. Here is a company whose prod- 
uct promises to be in ever-increasing demand; a com- 
pany of talented research personnel whose unfettered 
efforts can give the world important new scientific 
aids. Will a well-intended, but highly restrictive, post 
war tax scheme deny this organization the plant and 
equipment and working capita] required to explore 
these new horizons? The authors of this analysis show 
clearly how the present trend in tax legislation may 
work this result. 

These two studies, and especially the Polaroid 
analysis Which is exceptionally well worked out, show 
by scientific examination how important it is for the 
future well-being of this nation—and, perhaps, of the 
world—that our legislators realize that the post war 
Federal taxing system may determine whether this 
nation will suffer a great new economic depression or 
whether important new scientific advances will be 
made. The present tax system tends to restrict new 
businesses and to increase the control of our economic 
system by a relatively few enormous corporations 
under whose wing future inventions must be de- 
veloped. These studies do not present all the answers 
regarding the design of a post war tax system, but they 
do sound certain clear warnings of the probable effect 
of the failure to give sufficient study to the economic 
and social consequences of high corporate tax rates 
without adequate relief provisions for new or expanding 
enterprises. The studies conclusively show that present 
relief provisions are wholly inadequate and in many 


instances achieve results diametrically opposed to those 
intended by the legislators. 
Joun F. Parrriwce 
Welsh, Davis and Company 
Chicago, Illinois 


Introduction to Income Taxation. James M. Henderson, 


(Chicago: Callaghan and Company, 1943. Pp. v. 
438.) $5. 


As stated in the foreword this book is not written for 
the tax expert nor for the beginner in the income tax 
field but for the person of would-be understanding who 
must first attain such knowledge that he can under- 
stand wherein the problems and controversies lie and 
what the experts are talking about. It is not intended 
as an ordinary text-book for use in income tax classes; 
there are no accompanying questions and problems, nor 
is there any attempt to cover all topics in text-book 
form. The book represents a real contribution to the 
income tax field because it is different from other books 
on the subject. It is written in a far more interesting 
style than one expects to find in a book on taxes. The 
language and illustrations are highly colorful and make 
most interesting reading. This is the outstanding char- 
acteristic of the volume. In order to give a fair idea of 
this feature of the book some excerpts have been se- 
lected and are presented below . 

In referring to the Internal Revenue Code and the 
Regulations the author states: 

“Some of the provisions are couched in Jeffersonian 
or Franklinian style, with terse generalities and broad 
declarations of policy; some of them, particularly those 
of later years, are intricate and detailed, bent upon 
precise declaration as to minutiae and all conceivable 
situations, without regard to ease of comprehension; 
and some bear the stamp of chauvinistic crusades intent 
only upon whipping the devil around a stump. 

“Over the years, there has been no set policy or 
balance. The general impression is of an old and very 
practical log barn transformed into a modern mansion 
by the addition of further rooms as required and found 
convenient, in such architectural style as appealed to 
the current owner, with a multitude of intricate pas- 
sageways through which it is possible to find one’s way 
only by experience or intimate study.” (p. 26) 

Considerable space is devoted to the relationships 
existing between the Code, the regulations, court de- 
cisions and departmental rulings which is of consider- 
able assistance in finding and interpreting the law. Asan 
example of conflicting rulings and that “the Treasury 
has usually shown itself only too willing to take a defi- 
nite position and to abide by it to the last ditch” the 
case of bad debt recoveries is reviewed. For a time the 
Commissioner consistently treated the recovery as in- 
come notwithstanding the absence of any tax benefit in 
the year of deduction, whereas the Tax Court took the 
opposite view. 

Justification for their respective positions was found 
among the Circuit Courts of Appeals decisions and 
“lacking any definitive decision by the Supreme Court, 
both stuck to their guns. A 1942 amendment finally 
adopted the Tax Court view by enacting it into law and 


BS 


those 


GE 


making it retroactive over a period of years. The 
Treasury found itself out of the ring and in the laps 
of the first row spectators; but it climbed back with a 
grim shake of the head and amended its regulations to 
conform only to the strict letter of the statute, requiring 
consideration of net loss carry-overs, and other items, 
and a demonstration of absence of tax benefit from the 
original deduction, in order to come within the pro- 
vision.” (p. 49) 

The following instance is cited to illustrate that those 
who administer the revenue provisions are not always 
consistent nor are they always considerate of the tax- 
payer’s problems: 

“The Commissioner can be utterly inconsistent, 
moreover, as to the year of worthlessness of stock in a 
corporation, asserting that it was not worthless in a 
particular year and throwing the burden of proof back 
upon the taxpayer to substantiate a worthless stock 
deduction for that year in one case, and, with respect 
to another taxpayer and concerning the same kind of 
stock in the same corporation, asserting that it was the 
already worthless and challenging the taxpayer to 
prove otherwise.” (p. 83) 

One of the valuable features of the book is the reasons 
given for various provisions in the income tax law. As 
an example, in discussing capital gains and losses the 
author states: 

“Taxpayers unwilling to bear a high impost on sales 
or exchanges of their capita] assets simply refuse to sell. 
This results in a certain degree of commercial stagna- 
tion, hampering income production generally both to 
the detriment of the populace and to the indefinite 
deferment of government revenue. This very practical 
consideration lies at the root of the provisions limiting 
the extent or percentage of gain subject to tax where 
the capital asset sold has been held for more than a 
specified period of time.” (p. 120) 

The reviewer believes that a further reason can be 
given for distinguishing between capital gains and 
other income: namely, that capital gains generally 
represent a growth or increment in value over a con- 
siderable period of time which is not realized for income 
tax purposes until the particular period of sale. Taking 
into account a percentage of the gain is a way of recog- 
nizing that the entire gain should not be fully taxed 
in one period when other periods helped to produce the 
gain 


Any one who must attempt to get at the meaning of 
Sections 161 and 162 of Internal Revenue Code dealing 
with the-question of who is taxable on trust income, will 
get real assistance from the author’s explanation that 
prior to the passage of these provisions income was 
made taxable to the trust when that was advantageous 
and made payable to the beneficiary at the most pro- 
Pitious time, and that the sections described above 
Were added in 1942 to stop this practice by making the 
income primarily taxable to the beneficiary. In trying 
to interpret complicated provisions such as these it is 
very helpful to know what they were expected to ac- 
complish 

The reviewer has never been satisfied that Congress 
had the right, under authority of the Sixteenth Amend- 
ment, to limit capital loss deductions. It is difficult to 
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see how one can arrive at his “income” until he has 
deducted his losses. For this reason the reviewer was 
glad to see the author raise this question in his discus- 
sion of the carry-over of capital loss provisions. His 
words are: 

“This sounds like bounty, but, after all, what sound 
right has the government in an “income” tax setup to 
attempt to tax all capital gains and to place limitations 
upon capital loss deductions? It is a most grudging 
policy, without regard for economic realities, and the 
carry-over provision levels things off only partially.” 
(pp. 164 and 165) 

It is doubtful if most accountants would agree with 
the emphasis placed on the “replacement of the asset” 
found in the following statement concerning the de- 
duction for depreciation: 

“It is founded upon what amounts to a reserve 
theory; the particular asset is going to play out in the 
course of time, requiring replacement, and any sensible 
person engaged in an enterprise of the particular type 
would provide for such an eventuality by laying aside a 
sufficient amount to replace necessary tools and equip- 
ment.” (p. 229) 

The charge for depreciation may result in assets 
being retained in the business and in such form that 
they might be used to buy new assets when old ones are 
exhausted. However, there seems to be nothing in the 
Internal Revenue Code, with its emphasis on cost or 
other basis, that the government had any other inten- 
tion in mind than that of enabling the taxpayer to re- 
cover his capital investment. It is more a matter of al- 
lowing the taxpayer to deduct his real costs than to 
assist him in making replacements. 

Unfortunately the income tax statutes change so 
rapidly that a few parts of the book, such as in Chapter 
5 on Exemptions, are now no longer applicable so far 
as specific amounts are concerned. Since the book is 
in bound form, rather thanloose-leaf, it can be made 
fully current only by means of new editions. 

The book contains a good discussion of interest re- 
ceived on Federal and state obligations. It is stated 
that: 

“The government was not, for many years and par- 
ticularly during World War I, above issuing tax-exempt 
and partially tax-exempt obligations merely to take 
advantage of the better interest rate obtainable by 
making its issues thus attractive to high-bracket in- 
vestors. The price of this niggardly policy has been a 
dear one.” (p. 255) 

The author also calls attention to the fact that this 
policy becomes increasingly unfair in a period of sharply 
advancing rates and that repeated exceptions are re- 
quired in the law “frequently still further snarling up 
provisions already difficult of comprehension.” He 
further predicts a strong movement for the removal of 
the exemption on municipal bonds. 

Attorneys and accountants in practice who have 
been called upon to combat additional assessments 


levied on the basis of the Helvering v. Clifford decision, 
where it was difficult to see any close connection be- 
tween that case and that of their clients, will ap- 
preciate the following words: 

“The Bureau of Internal Revenue was much encour- 
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aged, for the time being, by the decision in the Clifford 
case and immediately buckled on its armor and went 
galloping off in all directions.” (p. 282) 

After many interesting comments on the celebrated 
“Section 722” the author states well one of its defects 
as follows: 

“One trouble with the relief provisions is that, while 
they were particularly designed to aid the small corpo- 
ration, only the large corporation with much at stake 
can afford the time and array of talent required to 
make adequate showings to obtain such relief.” (p. 312) 

It appears that the author is stating the law on the 
subject when he says: 

“No fiscal year ending on the 27th of the month, or 
some other day than the last day, will be recognized. 
If a variation is attempted, the taxpayer is arbitrarily 
tossed back into the calendar year class, no matter how 
seriously this may affect his tax situation.” (p. 341) 

While the decisions support this statement the re- 
viewer believes that many returns are filed for a period 
ending on a day other than the last day of a month 
where apparently nothing is done about it. 

It is clear from the excerpts above that this book is 
directed to matters of general theory and that much of 
it is of a critical nature. The criticisms contained in the 
book are not solely destructive in nature, however, but 
also constructive. As a final example the following is 
quoted concerning the uncertainty of the present tax 
picture: 

“One thing more could be done, however, and it 
would be a major blessing and so eminently sensible 
that no one seems to have seriously considered it until 
recently; that would be to weed out the picayunish and 
over-complicated provisions of the Internal Revenue 
Code and the regulations, toss them into the discard, 
and start out with what remains as a workable and 
practically unchangeable basis with which the tax- 
paying public could become thoroughly familiar.” 
(p. 366) 

The reviewer knows of no other tax work that con- 
tains so much picturesque language and this greatly 
adds to the interest of what is all too often a painful 
subject. 

Harry L. Kunze 

Reilly, Penner & Benton 

Milwaukee, Wisconsin 


War Profits Taxation and Special Wartime Reserves. 
J. Keith Butters. (Boston: Harvard Business Re- 
search Study No. 30. January, 1944. Pp. v., 49. 
$1.50.) 


This study investigates the need for reserves to ade- 
quately account for war costs and to facilitate the re- 
tention of capital which will be needed to meet transi- 
tion and post war conditions, and explores the effect of 
the current Federal profits taxes upon the problems 
which these reserves are designed to solve. Professor 
Butters has presented, first, a survey of the current 
financial condition of business, with a description of 
typical financial situations which face various firms. 
From this survey he concludes that: (1) corporate pro- 
fits have been unusually high in spite of heavy war 
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taxes; (2) substantial profits have been retained; (3) the 
retained earnings apparently have not been invested in 
fixed assets to an important degree; (4) net current as- 
sets other than inventory have probably increased 
several billion dollars; (5) in spite of the increase in net 
current assets the current ratio has declined sharply, 
largely because of the increase in accrued Federal tax 
liabilities. While these conclusions are reached for 
industry generally, he emphasizes that many individual 
cases exist in which reserves are badly needed to com- 
pute net income properly or to facilitate retention of 
adequate working capital. 

The author’s second step is to examine the provisions 
of the revenue code which are designed to improve the 
definition of taxable income in the light of war condi- 
tions or which promise aid in the provision of working 
capital for post war use. The provisions discussed in- 
clude the last-in first-out inventory basis, the two-year 
carry-over of net operating losses, the special amortiza- 
tion of emergency facilities, relief under section 722, 
post war refund of excess profits taxes, the carry-back 
of net operating losses and unused excess profits credits, 
and others. Of all these provisions, the most important 
are those permitting a carry-back of losses and unused 
excess profits tax credits, and a separate section is given 
over to them. This examination of the law indicates the 
numerous instances in which inequities of tax burden 
or slowness of operation of the carry-back provisions 
may seriously affect concerns in particular circum- 
stances. 

Thirdly, the most prominent proposals for the de- 
duction of reserves in tax and renegotiation procedure 
are appraised. The proposals include specific reserves 
for estimated costs which will not be expended during 
the period in which the revenue to which they are 
chargeable is accrued; general reserves of more or less 
arbitrary amount to which specified costs and losses 
may subsequently be charged; and general reserves 
available for any purpose. The author concludes that 
provision for the deductibility of special wartime re- 
serves for tax purposes is entirely acceptable, in princ- 
ple, as a solution to some of the problems of tax equity 
and protection of working capital, but adds the proviso 
that such reserves should be restricted to costs and 
losses representing proper accounting charges against 
war revenues. He recognizes that, with the exception of 
dismissal wages and physical reconversion of facilities, 
a reasonably precise determination of these costs would 
be extremely difficult and in some instances an almost 
insoluble administrative problem. In view of the alterna- 
tive solution found in an improvement of the carry-back 
provisions of the tax law, deduction of reserves for any 
but the two reasonably ascertainable classes of costs is 
considered inappropriate. 

Revision of the existing carry-back provisions is the 
last major division of the subject matter of the work. 
Defects of this potent device for ironing out the annual 
peaks and valleys of taxable income are found in the 
facts that there is no assurance that it will not be 
repealed when it is most needed and that the receipt 
of refunds legitimately due may be so tardy as to be 
useless for the rescue of weak working capital positions. 
Professor Butters recommends several steps designed 
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to build up moral barriers to repeal and the adoption 
of proposals to permit refunds on application supported 
by reasonable estimates of expected losses—a means of 
speeding up the process. He also recommends the ac- 
celeration of negotiability for excess profits tax refund 
bonds for firms which can show need for the capital. 

In addition to the conclusions and recommendations 
noted here, there are numerous instances in the work 
in which improvements in the tax structure are pro- 
posed; and much of what has been contributed in the 
work cannot be indicated in this review. Indeed, the 
material is so diverse that organization of it for ef- 
fective presentation is a serious problem, and probably 
the chief of the not-very-important weaknesses of the 
study is the failure to draw the many threads into one 
clear pattern. Others include a tendency to state some 
obvious, inevitable and entirely proper consequences of 
various laws (as, for example, that the financial positions 
of renegotiated firms will be weakened to the extent 
that refunds to the government result from the process 
—p. 16), and a slight tendency to ignore the govern- 
ment’s side of the case as aggainst the needs of private 
business enterprise. Nonetheless, the study is thorough 
and the conclusions are sound. The work should be help- 
ful over and above the question of reserves to all who 
either appraise or make decisions on business policy and 
who do not find themselves conversant with details of 
the tax laws, in that it illuminates many of the charac- 
teristics of the current Federal tax structure which have 
a distinctive effect upon financial operations. 

LAWRENCE L. VANCE 

University of California 

Berkeley, Calif. 


Industrial Accounting—Transition Problems. National 
Association of Cost Accountants Yearbook, 1944. 
(New York: Pp. iv, 220. $3.00.) 


The National Association of Cost Accountants is the 
largest association of industrial accountants in the 
world. Its major publications, the Bulletin and the 
Yearbook, contain not only hypothetical and theoretical 
discussions of cost accounting methods and procedures, 
but also they constitute the best source of case materials 
available on actual present-day cost accounting prac- 
tices in American industry. The 1944 N. A. C. A. Year- 
book contains typical examples of both of these types of 
cost accounting literature. 

The N. A. C. A. Yearbook is a record of the proceed- 
ings of the Twenty-fifth International Cost Conference, 
held by the Association in Chicago, June, 1944. It con- 
tains seven papers presented by prominent accountants 
and industrial leaders at the five sessions of the con- 
ference. There is also included a record of the panel 
discussions which followed the technical sessions. The 
main topics covered in these papers are: Termination of 
War Contracts, Cost Accounting in Tomorrow’s Com- 
petitive Market, and Post-War Property Accounting. 

The first topic, “Termination of War Contracts,” 
was discussed by three speakers. Colonel Robert C. 
Downe discussed ‘General Termination Problems.” 
He stated that while many people are familiar with the 
over-all problems involved in contract terminations, 


Book Reviews 


375 


most contractors have not established definite policies 
and procedures for handling the detailed mechanics of 
the job. He urged all contractors and suppliers to study 
the provisions of the Contract Settlement Act and the 
policies and procedures of the con agencies 
with which they have to deal, and set up their own in- 
ternal organizations for contract terminations, so as to 
facilitate and speed up the processes of contract settle- 
ment, plant clearance and recorversion later. George D. 

ing “Cost Phases of War Contract 
Termination, ” dealt “with the underlying philosophies 
and basic rules of cost allowance and with a few of the 
individual cost problems which seem . . . to be the most 
illustrative or most controversial.” After discussing the 
total cost method and the inventory basis of computing 
claims, he discussed such specific cost problems as 
direct charges versus overhead, common items, de- 
preciation and loss on facilities, general experimental 
and research expense, advertising, engineering and de- 
velopment and special tooling, special leases, interest, 
and initial cost. Then he discussed a number of basic 
limitations on cost allowances, certain excluded costs, 
and profits. Charles R. Fay discussed a “‘Case Study— 
War Contract Termination.” He gave a very clear 
description of the organization which had been set up 
at the Pittsburgh office of the Westinghouse Electric 
and Manufacturing Company for handling contract 
terminations. Then he explained in detail the pre-edure 
his company followed subsequent to the receipt of a 
termination notice covering the uncompleted portion 
of a certain contract. Finally, he summarized his ad- 
dress by recommending six important and specific steps 
in the preparation and presentation of termination 
claims. The panel discussion which followed the three 
papers on “Termination of War Contracts” was repro- 
duced verbatim and brought out many interesting ideas 
not covered in the main addresses. 

The second topic, “‘Cost Accounting in Tomorrow’s 
Competitive Market,” was discussed by three speakers. 
Howard C. Greer presented a scholarly and thought- 
provoking paper on “Cost Requirements of a Competi- 
tive Economy.” To retain the advantages of private 
enterprise and individual freedom he stated that our 
objectives must be large production, broad distribution, 
low prices, high wages, and continuous employment. 
He believes cost accountants can help management to 
meet its post-war problems through the establishment 
of budgets and standards and by setting up employee 
incentives. He emphasized the importance of a proper 
classification of expenses and costs. He discussed direct 
and indirect costs, product and distribution costs, and 
marginal costs. Finally, he indicated the necessity for 
accurate accounting terminology and submitted defi- 
nitions for the terms, “income,” “revenue,” “earnings,” 
“income distribution,” and “profits. i Robert N. Wallis 
discussed ‘“‘Cost Control to Make Profits—Over-all 
Planning and Control.” He indicated that over-all, 
long-range planning must cover the remaining part of 
the war period, and a transition period from war to 
peace as a background for planning business operations 
in the future period of peace. He stated that long- 
range forecasting by all divisions of a company is de- 
sirable and he discussed the principal factors which 
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should be taken into consideration. For short-range 
planning he recommended the use of forecasts and 
budgets covering sales and gross profits, expenses, 
taxes, and net profits. He emphasized the importance 
of control over expenditures for facilities, over inven- 
tories, and accounts receivable. David B. Caminez 
discussed “Controlling Costs with Physical Unit 
Budgets.” He stressed the importance of budgeting in 
physical units, using shop terminology so that the shop 
foremen and supervisors can better understand it. He 
suggested a procedure for establishing and operating 
such a budget and explained how it may be integrated 
with financial budgets, so that the two types of budgets 
may serve all levels of management from the chief 
executive to the machine operators in the shop. In the 
panel discussion which followed these three papers, 
again many new ideas were expressed and additional 
comments were made concerning the topics discussed 
by the speakers. 

The last topic, “Post-War Property Accounting” 
was discussed by Robert J. Landolt. He pointed out 
many of the problems which will face management at 
the end of the war in segregating and removing the 
government property now being used by industry in 
war production, and in rehabilitating and rearranging 
the company-owned property for peace-time produc- 
tion. He emphasized the importance of adequate prop- 
erty records and explained the accounting system and 
procedures followed by his company. 

A study of the N. A. C. A. Yearbooks for 1942, 1943, 
and 1944 should provide an industrial accountant with 
an excellent review of the development of wartime cost 
accounting methods and procedures. They should also 
provide the teacher and student of cost accounting with 
excellent collateral reading to supplement the more 
theoretical textbooks used in most colleges and uni- 
versities. For those who are not interested in the subject 
they might provide a good cure for insomnia. 

T. M. DicKERSON 

Western Reserve University 


Corporation Accounting. (Revised.) William T. Sunley 
and William J. Carter. (New York: The Ronald 
Press Company, 1944. Pp. xiv, 524. $5.00.) 


“Corporation Accounting” is a treatise dealing with 
the accounting for the financial structure of a corpora- 
tion. It is an admirable example of workmanship: well 
constructed, excellently integrated, clear, concise, and 
comprehensive. The book divides itself naturally into 
four general sections: capital stock, bonds, consolida- 
tions, and liquidation. 

The financial structure of a corporation includes capi- 
tal stock and bonded indebtedness. In addition, the 
book adequately treats of capital structure problems 
involved in the investment in subsidiary companies, 
voluntary liquidation, bankruptcy and reorganization, 
and bankruptcy and liquidation. The entire text is fully 
modernized and includes the accounting opinions of the 
Securities and Exchange Commission which have an 
effect upon the corporate financial structure. 

The three ordinary forms of business organization are 
considered, with the procedure for obtaining a corporate 
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charter, the characteristics of the corporation as a 
separate legal entity, the various classes of capital stock, 
and the rights and privileges of each class. Thead- 
vantages and disadvantages of par value capital stock 
and no-par value capital stock are concisely treated in 
the general section dealing with capital stock. The 
origination of the legal capital of a corporation is dis- 
cussed, together with the peculiarities of selected state 
corporation laws. This is followed by the methods of 
payment for capital stock subscriptions and the time 
of issuance of the capital stock certificates under the 
various methods of payment. Entries necessary for the 
issuance of capital stock are clearly treated with case 
material, including capital stock issued for cash, 
property, or services. 

The nature of each class of corporate surplus is 
handled in a clear and excellent manner ; regulations 
of the Securities and Exchange Comnalssion concerning 
the uses of the various classes of surplus receive full 
consideration. The permissible charges and credits to 
each class of surplus are well charted, and the legal uses 
of paid-in surplus and capital surplus are fully illus- 
trated. 

Consideration is given to entries made in capital 
stock accounts at a time subsequent to corporate or- 
ganization and includes full treatment for increases 
and decreases in capital stock, shares reacquired by 
purchase and by donation, and their later reissuance. 
Illustrative cases are presented for defaults and for- 
feitures of capital stock subscriptions. 

The section devoted to earned surplus embraces its 
proper determination, reserve creations, war loss re- 
serves and their relationship to earned surplus, and the 
method of portraying a dated earned surplus in the 
financial statements. 

Revaluation surplus and the state laws regulating its 
creation and use are discussed and illustrated, together 
with the accounting entries for recognized physical 
asset appreciation and the depreciation entries following 
appraisal. The permissibility of cash and stock dividends 
from revaluation surplus and the proper accounting 
treatment therefor, are considered, as are Securities 


and Exchange Commission regulations affecting re- 


valuation 

The succeeding section of the book treats of dividend 
procedure, both accounting and legal. Capital impair- 
ment provisions of selected state laws are discussed 
and illustrative entries for the declaration and payment 
of all classes of dividends are presented in excellent 
manner. The problems of dividend distributions in wast- 
ing asset industries concludes this general section of the 


Bonds and debentures as a portion of the total corpo- 
rate capital structure are excellently presented. Various 
types of bonds are considered, with the arrangements 
necessary for a bond issue, the duties of the trustee, 
and the special provisions of the trust deed. The ac- 
counting treatment of a bond issue is fully discussed, 
as are treasury bonds, bond interest, bond premium, 
discount and expense. Sinking fund accounting receives 
adequate attention, along with bond retirements and 
the retirement of serial issues. 

Investments in affiliated corporations receive ad- 
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mirable attention, particularly the several methods of 
carrying the investment in the capital stock of a sub- 
sidiary corporation, and the methods of taking up profits 
and losses of subsidiary companies. All of the problems 
involved in a parent-subsidiary company relationship 
are fully discussed and illustrated, including minority 
interests, intercompany profits and transactions, surplus 
arising from consolidation, and foreign subsidiaries. 
Regulations of the Securities and Exchange Commission 
pertaining to consolidations are fully developed. Dis- 
solution of the consolidated companies is illustrated by 
the case method. 

The preparation of financial statements and a discus- 
sion of controversial points in their preparation is 
presented in Chapter XXXIII. 

The remainder of the book deals with liquidation 
and dissolution, both voluntary and involuntary. Legal 
requirements and accounting entries for liquidation and 
dissolution are developed and presented in case form. 
Reorganization and bankruptcy, under Chapters X 
and XI of the Bankruptcy Act are well treated, together 
with the classes of debts and the methods of procedure. 
The book concludes with chapters concerning bank- 
ruptcy and liquidation, the duties of the referee and 
trustee and the accounting procedure under bankruptcy 
and liquidation. 

This book is well worth the time devoted to it by 
any accountant or other person interested in the 
financial structure of a business organization. It con- 
tains completely material frequently briefed in an ad- 
vanced accounting treatise. It definitely should be a 
part of the library of any person who has contact with 
the financial phases of a corporation. 

ArtHuR W. 

University of Cincinnati 


Living on the Public Debt. A Tract for the Times. Hast- 
ings Lyon. (New York: John Felsberg, Inc., 1944. 
Pp. iv, 146. $1.75.) 


This essay, as the sub-title indicates, is a tract of 146 
pages, arranged in 16 short chapters, dealing with the 
timely problem of deficit spending as a solution of un- 
employment. 

Several of the assumptions, theories and arguments of 
the proponents of deficit financing are analyzed and 
appraised, such as: so-called “pump priming”; “ma- 
ture” economy; public works; proper function of the 
State; efficiency of a “managed” economy; secondary 
employment; and making money “cheap.” 

A condensation of the author’s analysis of the un- 
employment problem and solution therefor is about as 
follows: first, production creates its own demand; 
second, prices must come to such ratios as will clear the 
market; third, the unemployed, to attain full employ- 
ment, must bid down the wage of their labor; fourth, all 
tigidities in an economy, reducing the pressure to bid 
for employment, must be overcome; fifth, deficit spend- 
ing (one of the rigidities) reduces the pressure for such 
bidding. 

This line of reasoning leads to the following thesis: 
“If the wage scale were not supported by custom, mono- 
Polistic practice, and public spending, unemployed 
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labor would exert its full pressure toward the necessary 
readjustment. The result of full employment would 
come much more quickly, and the economic loss from 
unemployment be greatly reduced.” 

In order to present the author’s approach, the re- 
viewer finds it convenient to divide the book into three 
sections. The first group of chapters (1-6 inclusive) 
provides a background of economic analysis necessary 
to understand the principles involved in unemployment. 
Consideration is given to the following topics: 

1. Differences between voluntary and involuntary 
unemployment. 

2. Effect on employment of changes in consumer 
goods demand ratios and changes in consumption- 
savings-investment ratios. 

3. Employer and employee rewards or wages for 
their economic contribution to income. 

4. Analysis of compulsory and voluntary economic 
systems. 

5. Operation of the laws of production and demand. 

6. Relative desirability of savers and spenders. 

The second group of chapters (7-15) inclusive) con- 
stitutes an indictment of deficit spending. The bill of 
complaint is about as follows: 

1. The proponents are faced with the dilemma of ap- 
portioning aid—shall unemployment or indigence be the 
basis of relief. 

2. Public spending does not result in employment 
greater than that provided directly by the sums dis- 
bursed; that is, there are no secondary additions to 
employment. 

3. Deficit spending interferes with the self adjust- 
ment of the voluntary economy. 

4. Inflation and public spending cannot increase 
consumption because they do not increase production 
for exchange. 

5. Deficit spending is not a remedy for inadequate 
consumption and excessive saving. 

6. Public debt and burden (created by deficit spend- 
ing) is no more Cesirable in public affairs than debt and 
resulting burden is sound in private affairs. 

7. “Mature” economy adjustment problems are 
hindered by deficit financing. 

8. Public spending obscures the behavior of economic 
forces. 

9. Compulsory economic systems cannot appraise 
the economic desirability of their actions. 

The third section, the final chapter (16), points out 
that the need for a compulsory economy in time of war 
is entirely different from that in time of peace. 

Some persons (including the reviewer) may find it 
desirable to reread a book of this calibre: the first read- 
ing leaves an impression of the field of content, outline 
of presentation, and general conclusions; the second 
reading permits an appreciation of the logical and clear 
cut analysis in abstract reasoning. The fact that this 
essay does not read as easily as light fiction is not due to 
defect of style, but is a condition imposed by the nature 
of the content, need for an exact terminology and a 
precise classification of the forces involved. The author’s 
use of ratios in the discussion of various xypothetical 
cases is a valuable aid in clarification of his abstract 
reasoning. 
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The contents of this small volume, including both 
the economic analysis and resulting generalizations, 
should be available to all who are charged with the re- 
sponsibility of molding public opinion in regard to the 
effectiveness of deficit spending as an unemployment 
relief measure. 
Epwarp Cox 

University of Washington 


Price Making in a Democracy. Edwin G. Nourse. 
(Washington, D. C.: The Brookings Institution, 
1944. Pp. x, 541. $3.50.) 


Many observers today would agree that there are 
two predominant points of view striving for supremacy 
in the economic sphere. One of these is to the effect that 
the economic system has developed or “matured” to 
such a degree that by itself it can no longer provide 
whatever is meant by that now popular national 
catch-phrase “full employment.” Thus it is inevitably 
necessary to resort to national governmental! planning 
and spending on a larger scale to guarantee full employ- 
ment. The other point of view is that non-governmental 
members of a “free” economic society can successfully 
operate to provide “full”? employment, goods, and 
services, without governmental bureaucratic assump- 
tion of responsibility. It is in line with the latter point 
of view that Dr. Nourse offers this thought-provoking 
study. It is highly recommended reading for all business 
and labor executives who are responsible for price 
policy, as well as for students of economics. 

The study, originally published as a series of pam- 
phlets between January, 1942, and July, 1943, has been 
revised and rewritten for this volume and is a companion 
volume to the Brookings studies, America’s Capacity to 
Produce, America’s Capacity to Consume, Income and 
Economic Progress, and Industrial Price Policies and 
Economic Progress. In the book will also be,found a dis- 
senting comment by Dr. C. O. Hardy, several articles 
by Dr. Nourse, and reprints or addresses by several 
leading business executives. 

Part I discusses the general principles of price making 
in an automatic and an authoritarian society. Between 
these two extremes Nourse places “administered prices.” 
He believes that the latter form of pricing predominates 
in our society where monopolistic competition is strong 
(p. 16). Because this is true, executives establishing 
prices are held to have a social obligation beyond the 
immediate effects on their own businesses. 

Nourse confesses to two biases which he sets out at 
the beginning of the study; namely, “the belief in evo- 
lutionary growth or institutional modification and edu- 
cational adaptation rather than sharp disruptive 
revolutionary change,” and secondly, “belief in the long 
run superiority . . . of democratic private enterprise as 
against plutocratic or bureaucratic centralization of 
power.” (p. 23) Thus, he wishes to find out what “prac- 
tices and philosophies” of executives would reduce 
popular demands for government intervention. (p. 47) 
This will require, he thinks, a convincing demonstration 
by businessmen that maximum material satisfaction 
for the mass of the people can be provided on a self- 
sustaining basis. Nourse believes this can be accom- 
plished to the common interest of both management 


and the masses. To accomplish this does not require the 
use of the unworkable economic concept of “perfect 
competition,” (p. 79) or the interpretation of “free 
enterprise” urged by many businessmen. 

The methods which are to accomplish this end relate 
to policies voluntarily carried out by business and labor 
executives in regard to pricing, profits, and the distribu- 
tion of profits. “Maximum profits in the long run mean 
therefore that moderate interpretation of unit profits in 
the single instance that promotes continuous harvesting 
over the years, that careful plowing back of gains into 
the economy which insures future yield. Such a con- 
servation movement involves maintaining the flow 
of consumer purchasing power as definitely and con- 
sciously as it means maintenance of plant capacity or 
more generalized capital reserves.”’ (p. 104) In the past, 
most businessmen [and labor leaders] have not taken a 
view broad enough to attain maximum efficiency of the 
economy. (pp. 118, 119) In fact, Nourse believes that 
the “capital first” philosophy of price making encour- 
ages the demands of labor for a share in the larger 
returns. (p. 127) Technological progress can best be 
effected by lowering prices of goods and services because 
buyers may benefit in all avenues of life. He observes 
that we have placed great emphasis upon mechanical 
and technological progress but have not tied it in with 
an equally vigorous pricing and maximum production 
policy. 

In Part II, the author discusses more fully what the 
not too clearly defined-term “‘low price policy” means. 
Its applicability in the consumers goods, extractive raw 
materials, and fabricated producer goods industries are 
reviewed, as well as the age of the firm relative to its 
price policy. (p. 155 ff.) Emphasis is placed upon the 
fact that income used to take products off the market 
does not emanate from some “‘outside spring,” but that 
income lies in business employment itself. Executives 
should carry out price policies with the idea that income 
must be generated to take goods off the market at prices 
in line with that income. (p. 226) 

Chapter 8, entitled “Distribution Costs—Wasting 
at the Bunghole,” analyzes the rejoinder of many 
businessmen that distribution charges prevent con- 
sumer price reductions. One conclusion reached is that, 
“the high cost of persuasion remains the great leak in 
the distribution practices and policies of modern in- 
dustry and trade. Too much of the effort, ingenuity, 
and originality is devoted to trying to persuade people 
to buy more goods than they can pay for at prices 
enhanced by the cost of that very persuasion.” (p. 248) 

In analyzing wages as costs it is stated that some 
wage demands of unions have “put the heat” on em- 
ployers to pay higher wages, resulting in greater effi- 


ciency. On the other hand, some labor demands have . 


resulted in preventing the use of efficiency devices, etc., 
thus retarding low price policies. Pushed too far, this 
rebounds to the disadvantage of labor itself. Labor has 
preferred to take technological gains in increased wages 
rather than in lower prices. (p. 272 ff.) The probabilities 
of this providing additional jobs are much reduced as 
compared to price lowering. Nourse uses an illustration 
to demonstrate the effects of three channels for dis- 
posing of gains from increased productive efficiency: 
profit expansion, wage raises, and price lowering. (pp. 


uire the 
‘perfect 
of “free 


d relate 
1d labor 
jistribu- 
n mean 
rofits in 
rvesting 
ins into 
@ Con- 
he flow 
nd con- 
acity or 
he past, 
taken a 
y of the 
res that 
encour- 
larger 
best be 
because 
bserves 
chanical 
in with 
duction 


rhat the 
means. 
ive raw 
tries are 
e to its 
pon the 
market 
mut that 
ecutives 
income 
prices 


Wasting 
f many 
nt con- 
is that, 
leak in 
lern in- 
yenuity, 
people 
t prices 
(p. 248) 
some 
on em- 
ter effi- 
ds have 
€s, etc., 
ar, this 
bor has 
d wages 
abilities 
uced as 
stration 
for dis- 
\ciency: 
ng. (pp. 


216.) If net savings resulting from new techniques re- 
quiring lessened use of labor are taken and immediately 
spent by the “capitalists,” it is alleged that increased 
consumer and investment goods demands thus created 
could, in the immediate run, promptly reemploy labor 
laid off, even if all prices and wages remain the same. 
This reviewer finds it difficult to find any new net de- 
mand to rehire such labor, however. Inasmuch as the 
total impact of new spending in this period is no greater 
than before and less labor is needed to produce goods in 
the newly profitable industry, there is no practical evi- 
dence of the source of the net new demand to absorb 
the unemployed laborers. While the capitalists are put- 
ting newly secured funds into circulation, the laid off 
laborers must spend less (prices and wages assumed the 
same). In the second case, however, where the net sav- 
ings are passed on in higher wages to the remaining 
workers, Nourse concludes that no new demand will 
arise to provide jobs. Except for potentially different 
investment demands, the reviewer sees no fundamental 
difference in the overall effect of the capitalists or the 
workers spending the net gains, as far as reemployment 
possibilities are concerned (granting the assumptions 
made). Nourse also states rightly that if unions press 
for higher wages nationally because of such profits in 
some industries, higher prices and/or unemployment 
may even be accentuated. 

If the third method is used—price reductions— 
increased demands for labor may begin to operate im- 
mediately. If the demand in the improved industry is 
elastic, more can be employed there; if not, new funds 
are released into the hands of buyers for spending else- 
where. Most economists would agree with Nourse that 
the third method is most effective in raising real wages 
and expanding employment. In practice, Nourse con- 
cludes, both management and labor have depended too 
much on power rather than economic reasoning in 
pricing and wage rates. (p. 286) 

In the chapter on timing of price changes, the sound- 
ness of cutting of prices in depressions is questioned. 
(pp. 290 ff.) This cutting may only have been necessary 
because of too high prices in good times—a short run 
profit objective. Such a high price policy in periods of 
prosperity may contribute to the lack of purchasing 
power and over-expansion incentives leading to the de- 
pression. A consistent “low price” policy is held to be 
the only sound objective for sophisticated management. 

Part III deals with the prospects for putting into 
effect the type of price and production policies needed. 
Scientific aids are held to be able to contribute toward 
this end. The marketing analyst can help determine 
what the public desires, etc. The figures of the’cost ac- 
countant have also become a powerful tool of manage- 
ment. They may be used for “freezing margins or 
maintaining prices regardless of different outlays or 
producing situations.” On the other hand, they can 
present alternative possibili.ies for various production 
patterns, etc., and thus make a real contribution to a 
workable enterprise system. Nourse believes the cost 
accountant needs to become more of an economic 
analyst, or be allied with economists taking the broader 
view. (p. 376) Scientific management, public relations 
men, and economists also may contribute to the needed 
Viewpoint which too few concerns possess. Scientific 
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study, however, means businessmen must “come 
clean” in regard to their business health as they do with 
their physicians in regard to personal health. (p. 390) 

The use of trade associations to promote a “low 
price policy” is suggested and might remove some of the 
fears of executives that the policy would lead todisaster to 
themselves. (Chap. 13) This reviewer also thinks it 
might help instill some confidence in business leaders 
as to what the other fellow might be doing. We all tend 
to fear those who “‘worship cther gods.” When all execu- 
tives have full understanding of the importance of such 
a policy, such an association is held to be unnecessary. 
(p. 415) That such an association could be subject to 
abuse Nourse does not deny. (p. 416) It is also deemed 
desirable for large business concerns to set the pace in 
establishing the new methods. 

In the concluding chapter, Nourse wisely expresses 
concern over the restrictionist tendencies (stabiliza- 
tion”) which are in the ascendancy and so little frowned 
upon that they threaten to involve us in incurable de- 
pressions unless competition can be practiced as a 
struggle toward superior efficiency, qualitative ond 
quantitative. Unlike the early philosophy of the “un- 
seen hand,” the “hand that directs such activity is seen 
and very human. The process is conscious and must 
be guided by sincere study of the principles of economic 
production, not merely tricks of personal acquisitions.” 

A book of this type cannot be adequately reviewed; 
it must be read to appreciate the scope, understanding, 
and objectives presented. While the author impresses 
the reader with his conviction that a “low price” policy 
would go a long way in removing the desire or need of 
people to look to government for assurance of a larger 
flow of income, the possibilities of such a policy being 
put into effect are less certain. The reader is impressed 
with the frequent reference to contrary policies of large 
firms and the enormity of the “evangelism” which 
needs to be done to effect a “conversion.” The fact that 
technological coefficients and market demands vary so 
greatly between firms and therefore the effects of a 
“low price policy” may be so varied—benefiting some 
immediately, appearing to harm others in the short run 
—makes it difficult to conceive of anything approaching 
a workable widespread adoption. The unwillingness of 
many to cooperate in doing the thing that obviously 
needs doing during the war because short run gains are 
too tempting, cannot strengthen the acceptability of 
what is proposed. Yet, those of us living in these times 
cannot deny that movements and philosophies can, if 
successfully propounded, change the thinking and be- 
havior patterns of men. Economists for example, need 
only look at the impact of the Keynesian thinking upon 
the younger generation of economists and much of the 
public to see what may be done in a short time. 

Any authoritative book which will help businessmen 
and labor executives to gain perspective of the economic 
system and their relationship to it, as this study does, 
is a net contribution to the literature of the time. 
Furthermore, it is refreshing in these days to read an 
analysis not builf around the alleged inevitable need 
for governmental asssumption of responsibility for “full 


employment.” 
Froyp R. Smapson 
University of Washington 
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REPRESENTATIVE COLLEGE PROGRAMS 
(Continued from October) 


colleges and analyses of them have 

appeared in four earlier issues of 
the AccouNTING Review (October, 1943, 
January, July, and October, 1944). In the 
section published in October the educa- 
tional pattern was presented in a number 
of frequency tables showing the distribu- 
tion of courses among the several depart- 
ments of instruction. It is now proposed 
to show the pattern as it is reflected in the 
titles of the courses taken by this group of 
sixty students. The commerce courses will 
be examined first. These include account- 
ancy, economics, business administration, 
and business law. The data about courses 
in non-commerce subjects will follow. 

The content of a specific course is not 
too well foreshadowed by the title of the 
course. And this limitation would still ap- 
ply in some degree if the text book used 
were also named. Although course names 
are not standardized, and sometimes seem 
unnecessarily vague, they nevertheless can 
furnish some useful clues to the educa- 
tional pattern followed by the students 
concerned. 

For students who major in accountancy, 
the courses in that department naturally 
bulk large in most programs. At the top of 
the list are the courses called by various 
titles that indicate they are introductory 
and intermediate. These for the most part 
are lower division courses given in the first 
two years. Next in number of courses hav- 
ing similar titles come those called ad- 
vanced accounting and CPA problems. 
Then follow in order of frequency of use: 
cost accounting, auditing, income tax, 
systems, governmental, senior seminar, 
and budgeting. 


BR’ and programs from sixty 


ACCOUNTING 
Title of course Number of uses 
Introductory and Intermediate 172 
Advanced and CPA Problems 108 
Cost Accounting 83 
Auditin; 72 
Income Tax 63 
Systems ~ 35 
Governmental 27 
Senior Seminar 18 
Budgeting 10 


In economics, the most frequently used 
course is that of principles or an equiva- 
lent. Next is statistics, then money and 
banking, corporation finance, economic 
history, investments, public finance. 


EcoNoMIcs 
Title of course Number of uses 
Principles 116 
Statistics 89 
Money and Banking 70 
Corporation Finance 68 
Economic History 34 
Investments 28 
Public Finance 27 
Insurance 12 
Resources and Industries 10 
Transportation 9 


Courses in other commerce departments 
were given a total use approximating that 
for principles of economics, business law 
courses showing 127 uses, business admin- 
istration courses showing 100 uses. 

In curriculum-building the location of 
courses within the scheme of eight se- 
mesters is an important matter. Data to 
show the practice in this sample of sixty 
programs are given in the following tables. 
Courses expressed in quarters have been 
translated as well as may be into semesters. 

It will be observed that most of the 
work in accounting, economics, business 
law, and business administration is taken 
in the upper division, consisting of the 
third and fourth years. All of the intro- 
ductory and about one-half of the inter- 
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mediate accounting courses, however, are 
taken in the lower-division years. Nearly 
all courses in economic principles and eco- 
nomic history are also taken in the early 
years of the programs. 

It is therefore to be expected that most 
of the general courses, shown in later 
tables, will be found in the lower-division 
years, since space in the later years is 
largely pre-empted for accounting and 
closely allied subjects. 
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those having accounting in five or six 
semesters (32 programs) and those having 
accounting in seven or eight semesters (23 
programs). 

Under the four-year plan one-half of 
the programs have from 7 to 13 accounting 
courses and the other one-half have 13 to 
18 courses, with one more having 21 
courses. Under the three-year plan the 
middle point falls somewhat lower, that is, 
between 9 and 10 courses instead of at 13 


AccounTANCcy CouRsES By SEMESTERS 


Lower Division Upper Division 
Courses 
I II I IV V VI vil VII 
Introduction 18 23 35 32 _ _ _ _— 108 
Intermediate 16 19 17 12 64 
Advanced — _ _ 20 24 21 16 81 
CPA Problems — 9 18 27 
Cost Accounting — _ 5 4 25 9 15 _ 58 
Advanced Cost 3 13 2 7 25 
Auditing 4 10 23 15 52 
Advanced Auditing — _ — _ _ 2 2 16 20 
Income Tax 5 6 22 16 49 
Advanced Tax 2 1 11 14 
Systems — 6 1 9 10 26 
Advanced Systems 4 1 3 8 
Governmental 1 4 9 13 27 
Budgeting 1 4 5 10 
In addition to courses of these or similar NuMBER oF CounsEs 

titles there is a scattering of special courses . 4 of accounting J years 

amber umber number number 
appearing in one or a few programs only. courses programs 
These include accounting theory, history 7 1 6 1 
and philosophy of accounting, accounting 
reports, corporation accounting, financial 10 3 9 8 
Statement analysis, managerial accounts 

il 3 10 5 

and statements, oil production, consoli- 12 2 11 2 
dated statements, constructive accounting, 
retail accounting, fiduciary and estate ac- 
counting. Practically all of these come late 14 
in the programs, probably as electives that 17 1 
sometimes point toward work in the post- 18 ‘ 
graduate division. 21 1 


It may be of interest to note some of the 
differences between programs having four 
years of accounting and those having three 
years 

In five programs, accounting courses 
were represented in only one or two years. 
The other programs were divided between 


courses. In the one group 10 programs, in 
the other, 29 programs have less than 13 
courses. If 13 courses are counted at the 
usual figure of 3 semester hours, they 
amount to 39 hours of graduation credit, 
a figure which is close to the 38 hours of 
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accountancy recommended by the Ameri- 
can Institute for professional preparation 
(Yearbook, 1936, p. 440). Some programs 
under both the four-year and the three- 
year plans fail to meet this recommended 
degree of specialization. But the deficiency 
is most notable in the three-year programs. 

The conclusion seems clear that many 
schools represented in this sample do not 
aim their accounting majors very specifi- 
cally toward professional accounting, or 
they consider that the individual will do 


land planning, economics of enterprise, 
economic organization, trade routes, for- 
eign trade, economics and world politics, 
international relations, labor, personnel 
administration, economics of consumption, 
real estate, value and distribution, ad- 
vanced economic theory, history of eco- 
nomic thought. 

The variety of courses here elected indi- 
cates how extensive is the list of offerings 
in economics from which students may 
choose. The titles of the courses tell their 


Economics Courses By SEMESTERS 


Lower Division Upper Division 
Courses Total 
I II III IV V VI VII VIII 

Principles 13 13 46 37 3 2 1 1 116 
Statistics 1 3 3 4 26 21 9 6 73 
Advanced Statistics 3 6 7 16 
Money and Banking 1 1 5 2 37 18 4 2 70 
Corporation Finance 2 2 1 4 22 20 12 5 68 
Economic History 10 14 2 2 3 3 _ _ 34 
Investments a _ 1 1 2 7 7 10 28 
Public Finance 1 7 4 8 7 27 
Insurance _ _ 3 1 1 1 3 3 12 
Resources and Industries 1 3 4 1 1 — — a 10 
Transportation 1 2 3 3 9 


his more sharply focused professional 
study after office hours while he is gaining 
practical experience. Some of the schools, 
including the five not listed in the above 
table, no doubt expect the student to get a 
good deal of his technical education in 
postgraduate years. 

In addition to courses with these or simi- 
lar titles (most of them in business eco- 
nomics), a number of special courses (most 
of them in social economics) appear in a 
few programs. These include such as the 
following: current economic problems, con- 
temporary economic life, business and 
government, public utility economics, bus- 
iness concentrations, economic reports, 
theory of business, theory of social reform, 


own story of usefulness in deepening and 
broadening a technical education such as 
that for a career in accountancy. 

The recommendation of the American 
Institute of Accountants previously re- 
ferred to includes 14 semester hours of eco- 
nomics and finance, the equivalent of, say, 
5 courses. If 3 or 4 other economic courses 
made up part of the 60 hours recommended 
for general education (probably more than 
is usual), the total in economics would 
come to 8 or 9 courses. More than that 
number are listed in the table above (bus 
iness economics) without including any of 
the 22 special courses (social economics) 
taken by a few accounting majors. 

Seven of the law courses were taken ina 


Business Law Courses By SEMESTERS 


Lower Division Upper Division 
Courses Total 
I II Il IV V VI Vir 
Business Law 2 3 9 21 24 16 16 100 


Advanced Business Law 


2 3 11 9 


=z 
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cen ina 


Total 


100 
27 


law school. A few others had special titles, 
such as legal basis of business transactions, 
CPA law review, business law for account- 
ants. Some specific courses were called 
contracts, negotiable instruments, bus- 
jness associations, property, sales, market- 
ing, corporations, creditors, But usually 
the more general titles were used, business 
law or commercial law. A few programs 
included as many as 5 or 6 courses in busi- 
ness law; and a few had only one course or 
none. Most programs included two se- 
mesters at least. 


Association Reports 


If the most-used commerce courses as 
shown by these tables are brought to- 
gether, something like a modal program. 
will result, with a rough indication of the 
placement of specific items within an eight- 
semester plan. 

In this arrangement there are 20 courses; 
9 of them are in accountancy, 7 are in 
economics, and 4 are in business law and 
business administration. A full four-year 
program will normally include at least 
40 courses; at an average of 3 semester 
hours for each course, this gives the usual 


Business ADMINISTRATION COURSES BY SZMESTERS 


Lower Division Upper Division 
Course I II III IV V VI VII Vir 
Marketing — 1 4 7 17 10 2 1 42 
Industrial Management — — 1 1 7 6 5 5 25 
Business Organization 1 1 2 1 7 5 2 2 21 
Introduction to Business 3 1 12 


Several programs had other scattered 
courses in this field, such as these: adver- 
tising, business ethics, business policies, 
industrial research, salesmanship, sales 
management, retailing, purchasing, office 
management, credit administration. These 
varied courses numbered 25 uses; none of 
them appeared more than three times. Six 
programs had no courses classified in this 
field; thirteen programs had only one such 
course. 


total of 120 semester hours required for 
graduation (exclusive of any courses in 
military and physical education). The 
20 courses above therefore would be the 
equivalent of 60 semester hours, or the 
same total as that recommended by the 
American Institute of Accountants for 
professional education. The distribution 
among departments, however, would be 
somewhat different. 

It it is assumed that 6 of the 21 hours 


MopaAL ProcRaM OF COMMERCE COURSES 


Lower Division 


Upper Division 


Course 
I II 
Introductory Accounting x 
Advanced Accounting 
Cost Accounting 
Auditing 
Income Tax 
CPA Problems 
Governmental Accounting 


Economic Principles x 
Money and Banking 
Corporation Finance 
Economic Statistics 


Business Law 
Marketin 
Industrial Management 


IV V VI VII VII 
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Institute Recommendation 


Accountancy 38 hours 
Economics and Finance 14 hours 
Business Law 8 hours 

Total 60 hours 


of economics in the modal program (e.g., 
economic principles) would be counted in 
the Institute recommendation as part of 
the 60 hours of general education, the 
economics items in the two lists would be 
brought to 14 and 15 respectively. In order 
to bring the modal program up to the In- 
stitute recommendation in accountancy, it 
would be necessary to add 11 hours in that 
subject; presumably 6 of these would 
come in space released, as above, in eco- 
nomics, and 5 from abandoning two 
courses in business administration. One 
hour less in economics and the remaining 
hour in business administration would be 
necessary to raise 6 hours of business law 
to 8 hours. 

Since it is no part of this discussion to 
debate which program would make a de- 
sirable standard, it should be added that 
similar adjustments might be made in the 
Institute’s recommendation to bring it 
into closer harmony with current educa- 
tional practice. And of course, both out- 
lines might be modified as each contributed 
something to a reconciliation. 

It may be of interest to compare the 
above modal program with the three pro- 
grams prepared by the American Account- 
ing Association (see ACCOUNTING REVIEW, 
June, 1938), in order to suggest suitable 
details above and below the Institute’s 
recommended program totals. Since those 
details were set into three divisions—lib- 
eral arts subjects, business subjects, and 
accounting subjects—the tables have been 
slightly rearranged here to permit com- 
parison with the summary from the pres- 
ent study of 60 individual programs. 

None of these considerations change 
the chief problem of building curriculums 


Modal Program as Above 


Accountancy 27 hours 
Economics 21 hours 
Business Law 6 hours 
Business Administration 6 hours 

Total 60 hours 


NuMBER OF COURSES 


Modal Three Association 
Pro- Programs 

— = 

Accountancy 9 8 13 16 
Economics 7 5 7 11 
Business Law 2 1 2 4 
Business Administration 2 os 2 3 
20 14 34 

Balance for general or 

cultural education 20 26 16 6 
Four-year total 40 40 40 40 


and of constructing a student’s individual 
program. The problem remains that of 
wisely apportioning the limited available 
time between general or cultural courses, 
on the one hand, and technical or profes- 
sional courses, on the other. 

The courses in non-commerce subjects 
include composition, literature, foreign 
languages, social sciences, physical sciences 
and mathematics. The first group sum- 
marized here—English—is part of every 
program. In some cases all subdivisions 
are represented in a single program, in 
others only a minimum. 


ENGLISH 
Title of course Number of uses 
Rhetoric 115 
Literature 74 
S 56 
Business Writing 45 


Rhetoric courses are sometimes called 
Freshman Composition, or Freshman Eng- 
lish; about 10 per cent of the uses are called 
Composition and Literature. But the ob- 
jective of the courses was the same—to 
give students training in expressing them- 
selves clearly when writing in their own 
language. Speech courses have the same 
kind of purpose on the oral side. The study 
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of Literature, it is expected, will not only 
build up appreciation for that part of the 
arts but also teach good writing by good 
examples. Business Writing is sometimes 
called Commercial Correspondence or 
Business Letters; and in a few cases an ad- 
vanced course was included called Report 
Writing. The object in all such courses is to 
apply the methods of clear writing to sub- 
ject matter closely related to business as 
such. An occasional supplementary course 
is found here such as Books and Libraries, 
Art and Music Appreciation. 

Courses usually grouped under the name 
Social Sciences include work from five 
departments: Government (or Political 
Science), History, Psychology, Philosophy, 
Sociology. Courses of this kind are found 
in all but two of the sixty programs in the 
sample; in a few cases each of the five de- 
partments is represented in a single pro- 
gram. 


SOcIAL SCIENCES 


Title of course Number of uses 
History 90 
Government 81 
Psychology 57 
Philosophy 37 
Sociology 21 


A scattering of miscellaneous related 
titles is found, such as Comparative Euro- 
pean Governments, Public Culture in 
America, Personal Adjustment to Bus- 
iness, American Diplomacy, Careers in 
Government Service. 


OrHEeR Non-CoMMERCE SUBJECTS 


Title of course Number of uses 
Mathematics 127 
Physical Sciences 114 
Foreign Languages 98 


Specific course titles are indicated in the 
detailed tables that follow. 

It is evident from the figures already 
given for non-commerce courses that not 
many courses in Foreign Languages are 
found in this sample. Physical Sciences 
and Mathematics also constitute a rela- 
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tively minor part of the materials of busi- 
ness education. On the other hand, English 
and the Social Sciences are strongly 
stressed. 

It may be of interest here to place all 
subject-groups in a rough sequence of fre- 
quency of use in this sample. Accounting 
courses naturally stand at the head of the 
list, with Economics next. Together they 
make up about one-half of the total uses. 
English and Social Science are close to- 
gether and come next in frequency of use, 
appearing about one-half as often as Ac- 
counting. Administration and Law com- 
bined do not quite reach the same total 
as the Social Sciences. At the bottom, as 
just indicated, stand Mathematics, Sci- 
ence, Foreign Language. 

This sequence may seem to most people 
to be about what would be expected from 
such a sampling. In European countries, 
and in some particular lines of activity in 
this country, businessmen would have con- 
siderable need for a knowledge of foreign 
languages. But in most American enter- 
prises this is not true. Hence, language is 
one of the first subjects to be crowded out 
as liberal arts programs are converted to 
commerce programs with accounting as a 
major subject. If science is included it will 
be on other grounds than its direct contri- 
bution to useful education for business. If 
a business involves science at all—and 
many lines do—study of a course or two 
alone is little more direct aid than no study 
whatever of science, for science is extreme- 
ly technical and a little of it cannot be 
very illuminating. Mathematics also has 
relatively little to give to business except 
in a small number of lines of activity. Bus- 
iness is not scientific and therefore does 
not concern itself with the use of mathe- 
matical formulae. Probably the principal 
area in which mathematics comes into 
play in business is in the use of statistics. 
To get enough facility in mathematical 
processes to serve the needs of a statisti- 


urs 
urs | 
urs 
urs 
urs 
tation 
III 
16 
11 
+ 
3 
34 


cian would require much more time than 
is available in the ordinary college pro- 
gram in business education. In this respect 
mathematics is like science. In engineering 
education the study of science and mathe- 
matics is as indispensable as the study of 
accounting and economics is to education 
for business. 

It is quite understandable that the study 
of the Social Sciences and English should 
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particulars by business law of many sorts, 
and the accountant serves management 
as much or more than he does anyone else, 
So it seems reasonable that his education 
—and his service to society—would bene- 
fit by increasing his study of the problems 
of administration (including related legal 
matters) even at the cost of foregoing the 
time he now gives to an inadequate study 
of science and foreign language. 


ENGLIsH CouRSES BY SEMESTERS 


rank ahead of Science and Mathematics 
in business education. Time available for 
college education is limited and many 
worthy subjects have to be passed by be- 
cause of the greater usefulness of other 
subjects for the purpose in view. Since 
businessmen must deal with people, and 


Lower Division Upper Division 
Courses Total 
I II UI IV V VI VII VIII 
Rhetoric 53 49 7 4 — — 2 a 115 
Literature 3 7 23 22 6 a 4 — 74 
S 7 8 10 13 5 4 5 4 56 
Business Writing 1 3 12 9 4 4 6 6 45 


The way the courses fall in semesters 
shows that Rhetoric is generally freshman 
work. The other subjects are scattered 
throughout the four years, although there 
are some concentrations of literature, 
speech, and writing in the sophomore 
year. 


Socrat Scrence CoursEs By SEMESTERS 


use the written and the spoken word to do 
it, the logic of stressing English and the 
Social Sciences is clear enough. 

It may seem to some people that the 
educational program of an accounting 
major will be somewhat deficient if it 
places no more stress upon the subjects of 
business administration and business law 
than is evident in these figures. It is no 
doubt true that the accountant may need 
less of these topics than one who aims at 
business management as such, But ac- 
counting is conditioned in many important 


Lower Division Upper Division 
Courses Total 
i II III IV V VI VII VII 

American History 5 ea 9 5 6 3 1 1 34 
Modern Civilization 14 16 1 1 32 
Other History 6 5 1 5 1 3 1 2 24 
American Government 7 15 21 20 - 6 3 5 81 
Psychology 7 5 16 13 5 3 5 3 57 
Philosophy 3 — a 6 5 5 4 5 32 
Sociology _ 5 2 4 _ 1 3 6 21 


A notable feature in this table is the 
prominence of survey courses on Modern 
Civilization, a title used here to cover 
various courses of this type. An almost 
equal number of uses appears of American 
History. The sample therefore does not 
indicate that there is much preference for 
one or the other. But in curriculum-build- 
ing and student-advising a choice may 
have to be made between a broad view of 
history or a national view. The prominence 
given to government suggests that a con- 
siderable part of the purpose of including 
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social science courses is to give the ac- 
counting student some education in citi- 
zenship. Where that view prevails, Ameri- 
can History is usually paired with Ameri- 
can Government. “Other History” in the 
table is for the most part European or 
English history, though a few cases are 
included of the use of Ancient History and 
South American History. History and 
government, it will be noted, are primarily 
lower-division subjects, one of them being 
stressed in the freshman year and the other 
in the sophomore year. The other subjects 
are more scattered. But the infrequent use 
in the upper-division semesters of these 
and of the English courses is in contrast 
with the strong concentration in these 
semesters of accounting and economics. 
The social science courses are divided 
among five departments. Rules for gradu- 
ating in accountancy usually require only 
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in the philosophy department, is often 
recommended to students by professional 
accountants. (Of the 32 uses of philosophy 
in the above table, 9 are for logic.) Psy- 
chology is omitted at about the same rate 
as history; both of them are more popular 
subjects than sociology and philosophy, 
but neither of them appears in the pro- 
grams as consistently as government. 

In contrast to the 63 per cent of the 
programs that omit two or three of the five 
social science departments, 23 per cent 
omit one or none, and 14 per cent omit four 
or all. 

Other titles classified as Business Math- 
ematics are Business Calculations or Gen- 
eral Mathematics. Other titles classified as 
Mathematics of Finance are Mathematics 
of Investment, Accounting Mathematics, 
Actuarial Mathematics. More than one- 
half of the uses fall in these two top 


MATHEMATICAL CouRSES BY SEMESTERS 


Lower Division Upper Division 
Courses 
I IV V VI VII VI 
Business Mathematics 17 18 1 36 
Mathematics of Finance 2 19 3 4 2 2 — 2 34 
Algebra 24 3 3 30 
Trigonometry 7 1 2 5 15 
Analytical Geometry 2 _ 3 2 _ 2 _ _ 9 


that a certain number of semester hours be 
presented in social science. Some depart- 
ments may therefore not be represented in 
some individual study programs. In two 
cases social science courses were omitted 
entirely; in three cases all five departments 
were represented. Most programs—63 per 
cent—omitted two or three departments in 
this area. Government is very seldom 
omitted. Two-thirds of the programs that 
omit one or more of the social science de- 
partments omit sociology, thus indicating 
a consensus that these courses are consid- 
ered least valuable of the group to account- 
ing majors. Philosophy is marked by 
almost the same degree of omission even 
though the subject of logic, usually given 


categories. Perhaps they could justifiably 
be listed as one topic; the principal dis- 
tinction probably is that in one case the 
mathematics of compound interest is pre- 
ceded by a foundation of simpler calcula- 
tions and in the other this introduction is 
missing. 

Geography may not be treated in some 
schools as meeting a graduation require- 
ment for science. If it were, as here as- 
sumed, it would account for about one- 
fourth of the uses. Its use may be considered 
also to indicate the desire of students and 
advisors, under the elective system, to 
avoid laboratory science. Perhaps the ap- 
pearance in a number of programs of 
General Science (sometimes also called 
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SctENcE Courses BY SEMESTERS 


Upper Division 


Courses 


Geography 
Biology 

General Science 
Geology 
Chemistry 
Physics 
Astronomy 


Survey of Science, Elements of Science, 
Natural Sciences) indicates much the same 
attitude. The remaining courses, constitut- 
ing laboratory science, make up slightly 
more than 50 per cent of the uses. In 
addition science was omitted from 10 of 
the 60 programs, but about one-half of the 
remaining 50 did not reflect a laboratory 
science. These choices seem to indicate a 
view that science is not very well suited to 
accounting education, and perhaps point 
to the opinion that a necessarily brief con- 
tact with science can hardly give the stu- 
dent any real comprehension of scientific 
method or of the research ideals of scien- 
tists. 


VII VIII 


for gaining some facility in a language—or 
perhaps the thought that any cultural val- 
ues flowing from one year of language 
would be negligible in comparison with the 
general education value of other available 
courses. 

This ends the presentation and analysis 
of the college programs of 60 different 
graduates from 60 universities. The sample 
is obviously insufficient to produce a satis- 
factory statistical picture of accounting 
education. It also is impossible for a single 
representative program to convey a clear 
idea of the graduation requirements estab- 
lished by the school concerned. These and 
other inadequacies of the data have been 


ForREIGN LANGUAGE CouRSES BY SEMESTERS 


Upper Division 


Courses 


Spanish I 
Spanish II 
French I 
French II 
German I 
German II 
Latin I 
Latin II 


| wana! 


Students and their advisors tend to omit 
foreign language from the programs—29 of 
the 60 programs in this sample. Further- 
more, nearly one-half of the programs 
containing foreign language have no more 
than one year. A second year in a language 
is indicated above as Spanish II, French II, 
etc. These facts may perhaps reflect the 
view that time is seldom available in the 
program of an accounting major to take 
two years of a foreign language—the 
amount sometimes considered a minimum 
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recognized from the beginning. But there 
may be some usefulness in the study none- 
theless. Even a small sample can show 
conditions factually that are already rec- 
ognized in a general way by those dealing 
with educational programs in accounting, 
for example, the subjects normally found 
in a liberal arts program that are often 
crowded out of the commerce programs for 
accountants. 

It can also give point to certain continu- 
ing issues of educational policy. Some ex- 
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$$$ Total 
I II III I es 
11 9 3 1 1 31 
4 7 3 — — 21 
6 7 3 — — 19 
5 3 3 — — 15 
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amples are these: the issue of concentrating 
all general education in the first two years, 
or scattering both general and technical 
courses throughout the four years; the 
issue regarding the use of broad survey 
courses in several fields of general educa- 
tion, or the use of standard introductory 
courses such as those provided by the de- 
partments for students beginning a special- 
ization in that department; the issue of a 
high degree of specialization secured by 
using a large proportion of accounting and 
closely collateral courses, or a moderate 
amount of accounting specialization, with 
the expectation that general education for 
the most part probably will end at gradua- 
tion but technical education will be contin- 
ued, that is, by graduate courses, private 
reading, after-hours courses, or practical 
experience. 

Finally, the study may have usefulness 
from its compactness and from reflecting 
individual programs as they actually were 
taken by individual students. This feature 


may appeal especially to an employer who 
is interested in canvassing his own mind on 
the usefulness of different arrangements of 
college courses, and on the wisdom of gen- 
eral versus special education. Employers 
seldom are able to become fully acquainted 
with the details of requirements for gradu- 
ating in a number of colleges. But they 
frequently must appraise applicants for 
employment and follow through with staff 
men as they develop. A part of the basis 
for such appraisal should be consideration 
of the educational program that placed a 
foundation under the individual. Some 
perspective of the probable content of the 
individual’s mind may be had from review- 
ing the program of courses he has studied. 
By applying that procedure to these 60 
individual programs, employers can con- 
siderably expand their ability to appraise 
a specific applicant, so far as that can be 
done by viewing the scope and direction 
of his college education. 
A. C. Littleton 


Total 
31 

21 

19 

15 

13 

9 

1 
e—or 
il val- 
been 
Total 
34 
12 

18 

10 

9 

9 

2 

4 
there 
none- 
show 
aling 
iting, 
‘ound 
often 
ns for « 
tinu- 
ex- 


a 
> 
4 
4 
E 
4 


i 
| 
7 | 
> 
‘ 
5 
‘ 


